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THE 1972 ECONOMIC REPORT OF THE PRESIDENT

FRIDAY, FEBRUARY 18, 1972

CoNGRESS OF THE UNITED STATES,
Jomnt Economic COMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of
the committee) presiding.

Present : Senators Proxmire, Javits, and Pearson; and Representa-
tives Reuss and Brown. .

Also present: John R. Stark, executive director; Loughlin F. Mec-
Hugh, senior economist; John R. Karlik, Richard F. Kaufman, and
Courtenay M. Slater, economists; Lucy A. Falcone and Jerry J. Jasi-
nowski, research economists; George D. Krumbhaar, Jr., and Walter
B. Laessig, minority counsels; and Leslie J. Bander, minority econ-
omist.

OPENING STATEMENT OF CHAIRMAN PROXMIRE .

Chairman Proxmige. The committee will come to order.

This morning we continue our annual hearings on the President’s
Economic Report by turning to a distinguished panel which will assess.
the economic outlook and give their views on monetary and fiscal policy.

Our witnesses are Prof. Saul Hymans, Prof. Henry Wallich, and
Mz, Okun.

Gentlemen, I observe, from reading your statements, that the fore-
casts you will present this morning depart from the $100 billion GNP
increase which earlier was dubbed the consensus forecast. The GNP
you forecast is in the range of $85 billion to $95 billion. This is less than
that predicted by the Council of Economic Advisers.

You also anticipate a higher level of unemployment than the admin-
istration. Both your forecasts and the evidence of the recent indicators,
retail sales and industrial products, suggest to me that there remains
cause for grave concern over the sluggishness of the economy and the
continued high rate of unemployment.

I am looking forward to hearing your views on the outlook and ade-
quacy of current policies. I will ask the witnesses to make their pres-
entations in alphabetical order.

Our first witness will be Mr. Saul Hymans, Codirector of the Re-
search Seminar in Quantitative Economics at the University of Michi-
gan, where he has helped develop their econometric model.

He was a senior staff economist at the Council of Economic Ad-
visers in 1967 and 1968. He also specialized in economic forecasting
and fiscal policy.

We are very glad you can be here with us this morning.

I am going to ask all witnesses to limit their presentation to about
15 minutes.

(463)
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STATEMENT OF SAUL H. HYMANS,” PROFESSOR OF ECONOMICS
AND CODIRECTOR OF THE RESEARCH SEMINAR IN QUANTITA-
TIVE ECONOMICS, THE UNIVERSITY OF MICHIGAN

Mr. Hyaraxs. Thank you, Senator.
I. INTRODUCTION

The forecast of economic activity which I shall present today is
based on the quarterly econometric model of the Research Seminar in
Quantiative Economics (RSQE) of the University of Michigan. This
model is the subject of a continuing research effort under the joint
direction of Prof. Harold T. Shapiro and myself and is in continual
use as a tool for forecasting and policy analysis at the RSQE. While
our forecasting operation 1s organized around the model, the model
by itself is little more than the best statement we currently have of
the logical and behavioral connections in the economy.

The generation of an actual forecast requires considerable judg-
mental input which is then processed through the logic of the model.

In the process of my discussion I shall attempt to convey to you
the considerations which preceded the “button pushing” stage in the
generation of our current forecast.

II. THE CURRENT STATE OF THE ECONOMY

In the second half of 1971, the economy continued its recovery from
the 1969-70 recession on a growth track very close to that suggested
by my colleague, Professor Shapiro, in his testimony before this com-
mittee last July.

At that time he forecasted that real GNP would rise by $15.1 billion
(1958 dollars)—an annual rate of 4.1 percent—in the second half of
1971 and that the unemployment rate would end the year at about 6
percent. ’

According to preliminary Commerce Department estimates, real
GNP rose by $15.9 billion—an annual rate of about 414 percent—in
the second half of 1971, as is well known, the unemployment rate
did end the year at about 6 percent.

The testimony of last July preceded the President’s new economic
policy by several weeks and thus overestimated the rate of inflation
in the second half of 1971. Compared with the 5 percent annual rate
then forecast for the GNP deflator during the latter half of the year,
prices in the aggregate rose at an annual rate of only 2 percent as
the price freeze put a temporary halt to most price increases in the
economy.

The principal elements supporting economic growth during the
past 6 months have been:

—the continued buoyancy of residential building; )

—a turnaround in Federal Government spending following sev-

eral years of little or no real growth;

11 would like to acknowledge the assistance of Prof. Harold T. Shapiro and Mr. Charles
Roehrig in the preparation of this statement. The forecast presented here is based on the
quarterly econometric model of the Research Seminar in Quantitative Economics (RSQE)
of the University of Michigan. The RSQE research program is financed, in part, by a grant
from the National Science Foundation.
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—a modest recovery of inventory building in the closing months

of the year; and

—a steady growth of consumer spending, particularly for auto-

mobiles, in the wake of price rollbacks and the removal of the
auto excise tax.

It is my belief that the economy is well settled into a pattern of
economic growth that will continue in a natural way for, at the very
last, the 18-month horizon of this statement. '

Within a rather broad range of possible fiscal and monetary policies,
this growth can be expected to persist and to make some headway
against the excessive unemployment we are currently experiencing.

The exact pattern and vitality of the growth and reemployment
process will, however, depend crucially on the stance of governmental
policies. I would like to turn directly to these issues now.

III. FISCAL POLICY

Inmy view the Federal budget, as officially released a few weeks ago,
is unrealistic and would be poor policy if it were realistic. Table 1,
attached to my statement, contains a compilation of Federal expendi-
tures in the national income accounts for fiscal years 1972 and 1973,
both as contained in the latest budget documents of OMB and as re-
vised by RSQE in the light of our own judgments.

‘ I find the lack of realism in the official budget stemming from several
actors.

1. Based on the budget data already known for the first half of fiscal
year 1972, an unusually strong upsurge of expenditures would be re-
quired during the first half of calendar 1972 in order to make the offi-
cial totals. For example, even after including the $414 billion (annual
rate) proposal for revenue sharing, the added expenditures on a volun-
teer army resulting from the Economic Stabilization Act, and the $2
billion or so (annual rate) which can be released for pollution control,
highways, and so on, by the administration, I still come up several bil-
lion dollars (annual rate) short of being able to make the administra-
tion’s total expenditure figure of $247.8 billion for fiscal year 1972.

2. Given the expenditure rates that would have to be reached in the
spring of 1972 in order to make the fiscal yvear 1972 totals, virtually
no growth in Federal purchases could take place in the subsequent four
quarters if the Government were really going to stick to the projected
totals for fiscal year 1973. And this would even mean no Federal pay
increase in fiscal year 1973, a hardly likely eventuality.

3. Unemployment insurance benefits rose by $1.9 billion between
1970 and 1971. Given the employment prospects for the coming year
and a half, OMB’s projection of a $1.4 billion decline in unemploy-
ment benefits in fiscal year 1973 seems somewhat out of line.

4. After allowing for the grant-in-aid increases required to make the
fiscal year 1972 total, there seems to be no room for any normal pro-
gram growth in the fiscal year 1973 total.

Even if the budget totals were considered to be realistic, I would
regard them as unwise for several reasons.

1. T cannot believe that the crash expenditure program represented
by the fiscal year 1972 budget will lead to efficient use of the funds so
released. State and local programs cannot be initiated or speeded up to
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the required extent on such short notice. The grant increases en-
visioned are likely to find their way into net increases in State and local
spending only very slowly. There is a vast need for greater Federal
funding of social programs, but this should be done with coordinated
planning, not by the sudden announcement of crash funding.

2. The official budget outlook for the coming 18 months represents
too much of an on-again, off-again approach to stabilization policy.
For the next 6 months we get a torrent of new Federal spending, only
to have it choked off for the following 12 months. Matters of efficiency
aside, the economy is first to be given a swift kick forward and then to
be dragged down. Table 4 attached to my statement, shows this im-
plication of the official budget most clearly.

Finally, I do not find the official projections of the Federal deficit
to be consistent with the economic implications of the expenditure
projections. Using the official expenditure totals in the budget docu-
ment, I arrive at deficits of about $31 billion for each of the fiscal years
1972 and 1973, not the $35 billion and $28 billion, respectively, con-
tained in the official projections. o _

The RSQE forecast of 1972-73 is based on the revised budget totals
shown in table 1 attached to my statement. Qur revisions involve ex-
penditure totals $3.3 billion below the OMB propection for' fiscal

_year 1972 and nearly $8 billion above the official projection for fiscal
~ year 1973,

In our model this produces deficits of nearly $28 billion in fiscal year

1972 and $3614 billion in fiscal year 1973. These are very close to the
official projections, with the dates reversed.
- The RSQE budget estimates in table 1 attached to my statement,
contain $4 billion reventue sharing program beginning in fiscal year
1973, a drop in unemployment benefits of about $3/4 billion in fiscal
year 1973, a Federal pay increase in January 1973, an increase in social
Insurance benefits in mid-1972, and normal program growth.

We have provided for no tax changes other than a further increase
in social insurance rates in January 1973.

IV. MONETARY POLICY

According to the Federal Reserve Bank of St. Louis, the (narrowly
defined) money supply has reversed its no growth trend of late 1971
and has been rising at an annual rate of about 9 percent since early
January.

T believe the Fed will continue this support process, but not with
all that enthusiasm, throughout the coming year and a half.

The RSQE forecast embodies an assumed 10 percent rate of growth
of the (narrowly defined) money supply through mid-1972, followed
by money growth trailing down to 5 percent by yearend and remain-
ing at that rate through mid-1973.

In the context of the forecast, this permits the financing of large
public and private credit demands at the cost of rising short-term in-
terest rates, particularly after mid-1972, but the corresponding in-
creases in long-term rates should be far less than those at the short end
of the market.

It is, of course, possible that the Fed will feel constrained to provide
even more credit than we have assumed, especially in view of the
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Treasury’s financing needs. If so, short-term rates could be con-
siderably lower than in the present forecast, but this is unlikely to be
of any real economic consequence until after mid-1973.

V. THE FORECAST

T will be happy to discuss other aspects of our judgmental inputs in
subsequent questioning, but let me turn now to the forecast itself.
Table 2, attached to my statement, contains substantial quarterly de-
tail regarding our forecast of the period 1972-I through 1973-I1. We
are not members of the “$100 billion club.”

Our forecast is for an increase in current dollar GNP of about $90
billion for the year 1972. This amounts to an increase of 8.6 percent
which breaks down to a 514 percent rate of real growth (GNP in 1958
prices) and. a 3.2 percent rate of inflation. The principal categories
leading the 514 percent growth rate are:

Residential building, forecast to rise by 1214 percent in real
terms, with housing starts totaling 214 million in 1972, compared
with 2 million now estimated for 1971.

Inventory accumulation, forecast to rise to over $5 billion
(1958 dollars) compared with $2 billion in 1971, and

Government purchases rising by more than 7 percent in real
ter7ms, after declining by 4 percent in 1970 and holding flat for
1971.

The unemployment rate, which has hovered at 6 percent for well
over a year, is forecast to average 5.7 percent for 1972 as a whole, and
to decline to 5.3 percent in the fourth quarter of 1972.

Several other features of the forecast are worth noting:

Compensation per man-hour (private nonfarm) up by 6 per-
cent, for the year as a whole, compared with nearly 7 percent in
1971 and 7.6 percent in the first half of 1971 before the wage
freeze was instituted.

Output per man-hour—private nonfarm—up by 3.9 percent
compared with 314 percent in 1971.

Personal income up 7.3 percent in nominal value and 8.9 per-
cent after taxes and inflation.

Corporate profits before taxes up by 13 percent.

While the year-to-year comparisons are of interest, I believe we can
get a better picture of the forecast of activity over the coming year
and a half from the calculations presented in table 3 attached to my
statement.

Although the forecast calls for a 51-percent growth in real GNP
for the year as a whole, there is a strong uptrend during the period.
From the fourth quarter of 1971 to the fourth quarter of 1972, real
growth should total 6.2 percent, to be followed in the first half of 1973
by real growth at an annual rate of 614 percent. This pattern is fore-
cast to bring the unemployment rate to 4.8 percent in the second quar-
ter of 1973. .

All categories of private investment will be leading the rise in the
growth rate; particularly inventory accumulation and business capi-
tal spending, the latter showing the impacts of the investment tax
credit and the steady growth of final demand which has been building
for several quarters.
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Government spending, as we project it, will continue to stimulate
growth throughout the period, with the State and local sector provid-
Ing increasing support as it mobilizes the projected grant increases
and continues to benefit from a supportive monetary policy.

In our forecast, consumer spending is not a stimulant to the growth
process. Consumer spending is seen to do little more than move up
In pace with consumer disposable incomes and, indeed, to lag some-
what behind the growth of income after mid-1972. I shall return to this
very shortly. :

As shown in table 3, attached to my statement, the rate of inflation is
forecast to be 814 percent between the end of 1971 and the end of 1972,
and to be at an annual rate of 4 percent in the first half of 1978. The
latter is misleading, however.

In the absence of the assumed Federal pay increase in January
1973—and such a pay increase goes directly into the government com-
ponent of the price deflator—the annual rate of inflation in the first
half of 1973 would have been forecast as 3.6 to 3.7 percent.

VI. ALTERNATIVES

I would like to give brief mention to the data shown in table 4 at-
tached to my statement. It is my view that tle most likely alternative
to the forecast which I have just presented is an outlook involving
stronger growth in consumer spending.

The columns headed “RSQE No. 27 in table 4, attached to my state-
ment, summarize an alternative forecast in which I forced the econo-
metric model to lower the peisonal saving rate by about half a per-
centage point after mid-1972.

At an annual rate, this amounts to additional consumer spending of
about $4 billion—current dollars. This speeds the real growth rate from
514 percent in 1972 to 5.6 percent, raises the growth rate in the first
half of 1973 from 614 to 6.7 percent, and drives the unemployment
rate down to 414 percent in the second quarter of 1973.

In this process, this raises the inflation rate at the end of the period
by about one-tenth of a percentage point and reduces the fiscal year
1973 deficit by some $3 billion.

As I mentioned earlier, T am in substantial disagreement with the
wisdom of the official budget scenario for the coming 18 months. An
alternative forecast employing the official budget estimates—and no
change in monetary policy from that already discussed—is sum-
marized in the third set of columns in table 4 attached to my statement.

For the year as a whole, 1972 looks nearly the same whether one uses
the official budget or the RSQE budget, but the pattern through time
is considerably different. By the end of 1972 the real rate of growth
is declining under the impact of the official budget projections, and
is down to 4.1 percent— annual rate—for the first half of 1973, com-
pared with 614 percent in the “control” forecast presented earlier. This
difference implies a 5.2-percent unemployment rate in the second
quarter of 1973, compared with 48 percent in the RSQE forecast.

I can find nothing worthwhile that will have been purchased at the
expense of higher unemployment and an unsteady growth process.

Abstracting from the effects of a Federal pay bill—which I have
included and the official budget does not—the inflation rate is virtually
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the same in either case. Productivity behavior is somewhat worse with
the official budget pattern and profit growth in the first half of 1973
is reduced from an annual rate of 15 percent in the control forecast
to only 4 percent under the impact of the official budget scenario.

Chairman Proxaire. What are you talking about when you say a 15-
percent growth ?

Mr. Hyaaxs. A 15-percent annual rate of growth of corporate profits
in the first half of 1973.

True, the official budget forecast involves a deficit which is reduced
by about $6 billion in fiscal year 1973—compared with the control
forecast—and implies a Treasury bill rate lower by 20 basis points in
the spring of 1973, but that appears to be very little gained at very
high expense.

VIT. CONCLUDING COMBMENTS

T realize that this discussion of the economic outlook has been far
from complete. The included tables provide some results which I have
not mentioned at all. The phase IT program of restraint against in-
flation has not even been alluded to. In the interest of making a rea-
sonably brief presentation, I have been very selective in my choice of
topics. I trust that will not stop you from raising whatever issues
you wish to discuss, and I thank you for the opportunity to air my
thoughts before you.

(The tables referred to in Mr. Hymans’ statement follow :)

TABLE 1.—FEDERAL GOVERNMENT EXPENDITURES IN THE NATIONAL INCOME ACCOUNTS

[Bitlions of current dollars)

Fiscal 1972 Fiscal 1973
Fiscal19711 QMB1 RSQE? OoMmMB1 RSQE?
Purchases of goods and services_ ... 95.3 103.0 102.7 107.0 ‘1119
National defense.. 73.0 73.3 73.1 76.7 77.3
Nendefense_.____ 22.4 29.7 29.6 30.4 34.6
Transter payments. . ..o oeeaoaecoo 69.9 79.8 79.8 87.4 88.3
Grants-in-aid..___.._.__

27.0 36.2 33.2 40.6 42.8

Netinterestpaid...._. ... . oo
Subsidies less cusrent surplus of Government enter-

Total expenditures, national income basis____
Surpgxlsu(;) or deficit (~).
H s

1 *'Special Anal&ses of the United States Government, Fiscal Year 1973, p. 17.
2 Estimates by RSQE. )
8Estimates by RSQE, corresponding to control forecast in table 2,
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TABLE 2,—RSQE CONTROL FORECAST OF 1972-73

[Except as noted, figures are in billions of dollars, seasonally adjusted annual rates]

1972 1973 Calenda ryears
! §] (I v | i1 1971 1972
(A) CURRENT DOLLARS
Gross national product.._..._______.. 1,099.3 1,120.1 1,146.9 1,179.3 1,212.8 1,240.1 1,046.8 1,136.4
Personal consumption expenditures__.  688.4 '699.8 715.1 731.6 ' 747.2 762.3 ' 662.2 708.7
Gioss private domestic investment____  161.3  164.1 169.4 176.8 83.8 89.6 50.8 167.9
" Business fixed investment.__.___ 19  112.5 1149 1188 122.4 1259 108.1 114.5
Residential construction._ 46.3 47.2 48,2,  49.3 50.7 52.1 40.6 47,7
Inventory investment_...__._____ 3.1 4.4 6.3 8.7 10.7 1.6 2.1 5.6
Netexports.._____________..______. —.5 .5 1.0 1.5 2.0 2.5 .7 .6
Government purchases of goods and
services 250.1  255.7 261.4 269.4 279.8 285.8 233.1 259,1
Federal defense 75.2 75.5 75.9 76.6 78.3 78.5 71,4 75.8
Federal nondefense___ 30.6 31.4 32.2 33.5 357 37.0 26.2 3L.9
State and local purchases. 1443 148.8 153.3 150.3 165.8 170.3 135.4 151.4
(B) CONSTANT DOLLARS (1958
PRICES)
Gross national produet.______________ 761.6  770.1 782.6 798.4 812.8 823.3 739.5 778.2
Personal consumption expenditures___  503.0  507.3 514.3 521.9 528.5 534.3 4919 511.6
Gross private domestic investment. ... 112.8  114.0 116.9 121.3 1253 128.1 107.8 116.3
Business fixed investment 80.1 79.7 80.6 82.5 84.0 85.5 78.8 80.7
Residential construction 29.9 30.3 30.6 3l.0 3.6 32.1 27.0 30.4
Inventory investment.. 2.8 4.0 5.7 7.9 9.7 10.5 2.0 5.1
Netexports____-__________ 0 1.0 L5 2.0 2.5 2.5 .5 1.1
Government purchases of go
and services. . .oome_o_ooo_o__ 145.7 147.8 149.9 153.2 156.4 158.4  139.3 149.2
(C) SUPPLEMENTARY DATA
Unemployment rate (percent)_________ 5.9 5.8 5.7 5.3 5.0 4.8 6.0 57
Gross national product deflator
58=100)_ e 144.35 145.45 146.55 147.70 149.21 150.62 141.56  146.01
Private nonfarm sector:
Comgensation per man-hour
(1967=100) oo 136.1  137.5 140.5 142.2 1447 147.1  13L.2 139.1
Qutput per man-hour
(1967=100)_ o oo, 109.5 110.3 11,6 113.0 1142 1149 106.9 111.1
Manufacturing sector: )
Index of industrial production
(1967=100).__________...._. 107.0 107.6 109.5 1123 1147 1159 1047 109.1
1 Capacity utilization rate (percent)._ 73.9 73.6 74.1 75.1 75.9 75.8 74.5 74.2
ncomes:
Personal income ... ... oo 894.4  906.5 927.4 950.0 971.6 991.3  857.0 919.6
Corporate profits before tax_._._. 90.2 9.1 97.5 103.3 108.5 111.0 85.2 96.3
ilnterest rates:
3-month treasury bills (percent)..  3.52 3.62 4.31 5.20 5.76 6.30 4.35 4.16
3Corppt?ra’le Aaa (rgercent)p. ........ 7.15 7.18 7.31 7.49 7.60 1.718 7.39 7.28
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TABLE 3.—SUMMARY OF PERCENT CHANGES IN RSQE CONTROL FORECAST

Percent changes

1971, 4-1972. 4-1973. 2

1971-72 1972.4 (annual rate)
(A) CURRENT DOLLARS
Gross national product. ____ ... .. 8.6 9.9 10.6
Personal consumption expenditures.. .. 7.0 7.9 8.6
Gross private domestic investment___________ ... _______..__.__ 11.3 13.0 15.0
Government purchases of goods and servicesS. .. ... ooooo oo o . 11.2 1.8 12.5
(B) CONSTANT DOLLARS (1958 PRICES)
Gross national product. ..o, 52 6.2 6.3
Personal consumption expenditures. 4.0 4.5 4.8
Gross private domestic investment________________..____ 7.8 9.9 11.5
Government purchases of goods and services 7.1 1.2 6.9
(C) SUPPLEMENTARY DATA
Gross nationai product deflator... ... . 3.2 3.5 4.0
Private nonfarm sector:
Compensation per man-houf......_... N 6.0 6.3 7.0
Output per man-hour.______..._.. 3.9 4.2 3.5
Unit labor cost...... 2.1 20 3.3
Incomes:
Personal income.____.. 2.3 8.4 8.9
Corporate profits before tax. . 13.0 2.4 15.5




TABLE 4.—COMPARISON OF RSQE CONTROL FORECAST WITH ALTERNATIVES FOR 1972-73

RSQE control forecast RSQE No. 2 control with lower saving rate RSQE No. 3 control with OMB budget
Percent changes Percent changes Percent changes

1972.4- 19724~ 1972.4-
1973.2 1973.2 1973.2
Level, Level, 19714-  (annual Level, 1971.4-  (annual Level, 1971.4- (annual
1971 1972 1971-72 19724 rate) 1972° 1971-72 1972.4 rate) 1972 1971-72 1972.4 rate)
Gross national product (bitlions of current dollars)_______ 3 8.6 9.9 10.6 1,140.3 8.9 10.7 1.0 1,136.5 8.6 9.7 7.8
Personal consumption (biilions of current dollars)_ _ - 2.2 7.0 7.9 8.6 712.1 7.5 9.0 8.9 709.0 7.1 7.9 6.9
Gross national product (billions of 1958 dotars).________ . 5.2 6.2 6.3 781.1 5.6 7.1 6.7 778.3 5.2 6.0 4.1
Personal consumption (billiens of 1958 dollars). . . 4.0 4.5 4.8 514.0 4.5 5.6 5.1 511.8 4.0 4.5 3.2
Unemployment rate (percent)_._._.__....._. - . 0 5.7 e 15,3 24.8 5.6 .. _. 15.1 24,5 5.7 ceeeenaa 15.4 35.2
Private nonfarm deflator (1958=100). 5.1 138.6 2.7 3.4 3.7 138.6 2.7 3.5 3.8 138.6 2.7 3.5 3.7
Gross national product deflator (1958=100). 141.56 146.0 3.2 3.5 4.0 146.0 3.2 3.4 4.1 146.0 3.2 3.5 3.6
Personal saving rate (percent). ... - 8.2 81 . 18.4 28.4 7.9 . 17.9 27.9 81 . 18,4 28.0
Federal surplus (fiscal year)_ - ... —18.4 =218 s —36.5 —27.8 i 3-33.5 =310 s 3-30.6

ILevel in 1972.4. ¢ Level in 1973.2. 8 Fiscal 1973.

oLy



473

‘Chairman Proxaire. Thank you very much, Mr. Hymans.

Our next witness 1s Mr. Arthur Okun, senior fellow at the Brook-
ings Institution and former Chairman of the Council of Economic
Advisers, a valued friend of this committee.

Mr. Okun, it isalwaysa delight to welcome you here. You are one of
the country’s experts on ﬁsca% policy and employment. We are very
anxious to get your views on what we should be doing about our
current fiscal and unemployment problems.

STATEMENT OF ARTHUR M. OKUN, SENIOR FELLOW, THE
BROOKINGS INSTITUTION,® WASHINGTON, D.C.

Mr. Oxux. The year 1972 presents a great opportunity for beginning
the long journey toward a sustainable, noninflationary prosperity. Be-
hind us is the dismal record of 1971; in view of its high unemployment
and rapid inflation, last year, on the whole and on the average, pro-
duced the most unsatisfactory economic situation in the era of the Em-
ployment Act. Starting from that position, it is inconceivable that the
Nation can reach the destination of prosperity in 1972. But we have
every reason to hope and to believe that we will take a step in the right
direction. It is important that this first stride be firm and strong; it is
even more important that we chart in 1972 a sound course for con-
tinuing the journey toward full prosperity in 1973 and 1974. I am par-
ticularly concerned about the longer run horizon and will focus on it.
Also, I shall dwell at length on the significance and nature of the Na-
tion’s crucial unemployment problem.

THE 1972 OUTLOOK

In its appraisal of the 1972 outlook for GNP, the Council of Eco-
nomic Advisers leans a bit—but only a bit—on the optimistic side. I
would prefer $1,140 billion to their estimate of $1,145 billion as a down-
the-middle, round-number judgment for GNP in 1972. But a differ-
ence of that size is well within the range of forecasting error. Whether
at $1,140 or $1,145 billion, such a prediction portrays a broad-based
recovery, but not a rapid one by past standards. In the years of initial
recovery from the previous three recessions, real GNP grew 7.6 per-
cent in 1955, 6.4 percent in 1959, and 6.6 percent in 1962. The Coun-
cil’s forecast for 1972 implies a growth rate near 6 percent, while my
estimate would be about one-half of 1 percentage point lower. My point
estimate of the unemployment rate in the fourth quarter of this year
would be 5.4 percent, while the Council puts the unemployment rate
in the “neighborhood of 5 percent at yearend.” This is an important
difference, unless the Council is using an unusually broad definition of
the word “neighborhood.”

FISCAL AND MONETARY POLICY

The prospect for economic recovery rests heavily on the expansion-
ary stance of fiscal and monetary policy. This year, the admimstration
1s pursuing a stimulative fiscal program; but I have doubts that the

1 The views expressed are my own and are not necessarily those of the officers, trustees,
or other staff members of the Brookings Institution.
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expansionary effectiveness of that program is adequate to achieve the
goals. In my view, we could improve our chances of reaching the
Council’s target of 6 percent real growth—and incur no significant
risk of a runaway advance—by taking additional prompt and tem-
porary fiscal measures—for example, the enactment of a $100 income
tax credit per family payable on the settlement of 1971 tax payments
between now and April 15.

I see no economic risk in applying more stimulus to the economy
now or in the next few months. At this point, the overwhelming need
is to insure a brisk advance and the overwhelming risk is that of doing
too little as well as being too late. Consumer spending and consumer
attitudes continue to underline the anxieties and lack of confidence felt
by the American public, and to highlight an important downside risk
in the outlook for this year.

As T read history, it reveals that never have we made the fiscal error
of doing too much too soon. When the economy has been overheated by
fiscal policy it has been the result of continuing to pile on fuel when
full employment is neared. Avoiding that error will be essential at
some time in the future, but that is not the problem of February 1972.

Additional fiscal stimulus would help now, even though the deficit
is gigantic. It should be no surprise that, with the economy frozen,
the furnace has to run full blast in order to thaw it out. Moreover, I
believe that we have not used all the extra fiscal fuel wisely or effi-
ciently. In particular, as I told this committee last September, T believe
the tax cuts of 1971 overstressed incentives to investment. But that
decision has been made and I realize it is not going to be unmade.
Because the Congress has acted so recently on the major tax proposals
of the administration, the course of fiscal policy has probably been
essentially determined for 1972. Despite my misgivings, I suppose
that we must wait to see the full effects of the tax prescription that the
administration wrote and that the Congress accepted.

I suppose we must also wait to see whether the administration can
carry out its ambitious aims for accelerating Federal expenditure pro-
grams in the first half of this calendar year. According to admin-
istration estimates for the entire 1972 fiscal year, Federal outlays on
a national income basis must be scheduled to rise from a $227 billion
rate in the last half of 1971 to $24814 billion in the current half year,
more than doubling the pace of advance in the last 2 half years. This
is a remarkable change from the administration’s stance last fall,
when it continued to urge a holddown on Federal outlays. I welcome
the administration’s recent recognition that private take-home pay
can be bolstered by Federal outlays as well as by tax reductions. But
the delay has been costly, and it has turned the implementation of
stimulus for the current fiscal year from a routine assignment to a
herculean task. Although the Federal Government can rearrange its
unified budget deficits by determining when to pay its bills, it will
be far more difficult to accelerate massively the pace of genuine income-
creating activity.

Monetary policy has a key role to play in 1972. I view the words and
deeds of the Federal Reserve as appropriately expansionary. Although
the Federal Reserve has made funds readily and inexpensively avail-
able In recent months, there has been little appetite for increased de-
mand deposits or bank loans. It has therefore faced a dilemma: To
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maintain stable short-term interest rates would have probably entailed
a decline in the money stock ; to maintain healthy growth in the money
stock would have required extremely low short-term interest rates.
Given this choice, the Federal Reserve has compromised, settling for
a smaller-than-desired growth of money and accepting a larger-than-
desired drop in short-term interest rates. As a result, the Federal
Reserve has been criticized for overly aggressive ease by those who
regard the Treasury bill rate and other money market rates as the
basic indicators of monetary policy. On the other hand, monetarists
have complained that the Federal Reserve has not worked sufficiently
hard to make the money supply grow. I believe that both quantities
and interest rates are relevant, and I regard the compromise strategy
as sensible and appropriate. ] ‘

I suspect that the Fed’s dilemma will change rather than disappear -
in the next few months. The demand for money is likely to perk up;
and above-average growth of money will be needed to prevent a sharp,
destabilizing rebound of short-term interest rates. I would hope and
expect that, under those circumstances, the needed additional money
will be provided and allowed to average out-with the sluggish mone-
tary growth of the past half year.

Credit demands for 1972 can and should be accommodated with only
a gradual and gentle upward drift in short-term interest rates. In that
environment, the bond market should continue to thrive, narrowing
the extraordinarily large current differential between bond yields and
interest rates on bank loans.

CHARTING THE FISCAL COURSE

~ On the most probable scenario for 1972, the year will have the sec--
ond highest unemployment rate in a decade, and a $65 billion short-
fall of output below our productive capacity. On the other hand, it
should be a year of distinct improvement, with more growth and less
inflation than in any recent year. But the most probable scenario for
1972 is far from a certainty. We cannot count in that respect on a rep-
etition of 1971, when the forecasts of most private economists turned
out to be exceptionally accurate. '

Contingency planning

If that should not be the case this year, any important deviation
from the scenario should be a signal for action. In particular, the dan-
ger that the consumer might continue to refuse to climb on the band-
wagon toward recovery is sufficiently serious to warrant contingency
planning at this time. If consumption remains sluggish in the face of
rising business investment, the resulting imbalance would endanger the
prospects for advance in 1973 and 1974. Businessmen will keep ex-
panding and modernizing capacity only if consumer demand provides
a strong ultimate market for their products.

Beyond contingency planning for 1972, now is the time to erect
safeguards and institute procedures to improve the future perform-
ance of fiscal policy. We should act to insure that the budget will never
again act as an engine of inflation, as it did between late 1965 and mid-
1968, and that it will never again merely register passively a recession
and mounting slack, as it did between November 1969 and August 1971.

76-150—72—pt. 3—2
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Improving fiscal flewibility :

Several actions taken in 1970 and 1971 will affect the future con-
duct of fiscal policy. Our system has been strengthened by the in-
stitution of automatic formula flexibility in the public service jobs
program and in extended unemployment insurance benefits. This in-
novation insures that some of the stimuli operating now will autonia-
tically turn off and phase out as prosperity is restored. On the other
hand, the permanent tax reductions enacted in 1971 create stimuli for
all seasons and reduce the elbow room for the fiscal restraint that
should become appropriate as the economy approaches full
employment,

One major improvement in built-in fiscal flexibility was recom-
mended by this committee last summer. Your proposal for cyclical
revenue support grants to States and cities would relieve the squeeze
on their budgets created by a recession and prolonged period of slack.
Because those Federal outlays would automatically shrink and dis-
appear as full employment 1s regained, the program would reduce
overall economic fluctuations as well as insulating essential public
services from them.

Now is an excellent time to renew consideration by the Congress of
instituting appropriate procedures for a legislative-executive partner-
ship to implement prompt, temporary tax increases and cuts for eco-
nomic stabilization. The inadequacy of present procedures was un-
derlined by a subcommittee of the Joint Economic Committee in 1966
events since then have dramatized the need for reform.

RBeform of the appropriations process

I wholeheartedly share the President’s desire for “a more orderly
and more rational budget process.” Even though congressional actions
in recent years have done little—probably too little—to change the
near-term expenditure totals, it remains evident that present proce-
dures do not insure adequate control on those totals. But I do believe
that the objectives would be best pursued through the enactment of a
specific ceiling on total outlays; in setting an expenditure ceiling, the
Congress would essentially ‘abdicate responsibility for making the
sum of the parts equal the whole and would shift that burden, along
with the de facto powers of an item veto, to the President. A more
promising route might be the institution of a new overall review at the
end of each congressional session to evaluate the total expenditure
program in terms of fiscal policy objectives, leaving all appropriations
actions tentative until that summary review.

Although I would hope the need is remote, I would also urge the
Congress to consider the development of a fail-safe device against a
repetition of the Vietnam fiscal fiasco. Steps could be taken now to in-
sure that, if the President and the Congress see a sufficient national
security threat to warrant a significant military buildup, they will
be obligated to ask Americans to forgo the butter in order to finance the
‘guns. As an example of the kind of procedure I have in mind, Congress
could determine now that any future request for a supplemental mili-
tary appropriation in excess of $2 billion or any increase in the de-
fense budget from one year to the next in excess of $5 billion would
have to be accompanied by a presidential recomméndation as to the
appropriateness of a tax increase for financing such outlays, and
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deliberation. ‘

Action on the package of fiscal reforms that I have outlined would
demonstrate to the Nation and the world our determination to use Fed-
eral fiscal policy wisely and efficiently to promote sustainable and non-
inflationary economic growth.

CHARTING WAGE-PRICE POLICY FOR THE LONG RUN

Most important of all, now is the time to shape our longer term na-
tional effort to achieve full employment without inflation. Indeed, de-
cisions taken this year are likely to determine whether this Nation will
strive for solutions to the agonizing unemployment-inflation dilemma
or whether it will settle for excuses. If we are serious about combining
full employment and reasonable price stability, we must be prepared
to reexamine some cherished doctrines, to undertake some politically
painful institutional reforms, and to explore uncharted economic ter-
ritory. :

Fiifst, we need to discuss and to determine tentatively the proper role
of the Federal Government in the wage-price process over the longer
run. Tt would be wonderful to believe that our present wage and price
controls will operate as shock therapy, permitting a cured economy to
achieve noninflationary full prosperity. But history does not en-
courage such optimism ; rather, it reveals an inflationary bias in our
wage-price determination process, whereby inflation begins long before
demand matches overall supply. Although a longer run program of
wage-price restraint should be tiny in scope compared to the present
system, I would judge that some program will be essential. If the Gov-
ernment scraps all wage-price restraints, it would also scrap any real-
istic hope of achieving reasonable price stability and full employment
simultaneously. /

Second, we need to review and reform institutions that introduce
inflationary bias into our economic system. Arthur Burns and Gard-
ner Ackley, among others, have offered personal menus for such insti-
tutional reforms, and their lists overlap remarkably. None of these
reforms would be politically easy, and most would encounter strong
opposition from one or more groups of producers. It is not surprising
that the executive branch and the Congress are both unenthusiastic
about treading into this territory. But it is disappointing. Can an
administration with serious concern for noninflationary prosperity be
on the verge of proposing a value-added tax, the cost-pushiest tax
conceivable? Can a Congress with its eye on the ball of noninfla-
tionary prosperity be serious about proposals for import quotas that
would effectively ban foreign competition from ever curbing inflation ?

As I read the annual report of the Council and other recent pro-
nouncements by administration economic officials. I fear that we may
ultimately abandon the battle for noninflationary full employment
and seek shelter in a redefined devalued concept of full employment.
A 4-percent target for unemployment was accepted by the Eisenhower,
Kennedy, and Johnson administrations. The first economic report of
the Nixon administration implied an even more ambitious target,
using a 3.8-percent unemployment rate as its base for the economy’s
potential. But in the 1972 annual report, I read that 4 percent is “a
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highly uncertain estimate which “became solidified * * * as a result -
of repetition” (p. 114). I am informed that the minimum unemploy-

ment rate would not be expected to be stable over time. To draw

proper inferences from these propositions, I should like to put unem-

ployment into perspective, covering recent experience and the near-
term future as well as the longer run.

TUNEMPLOYMENT IN PERSPECTIVE

Recent experience

The Nation has been stuck on the plateau of a 6-percent unemploy-
ment rate for some 15 months. Once the recession ended in November
1970, the unemployment rate stopped rising, but it has not yet begun
to decline. That behavior of unemployment poses no paradox or
mystery ; it is readily explained. Although economic activity has been
expanding, it has simply expanded too slowly to reduce unemploy-
ment. Real GNP has not grown faster than the trend rate of about
4.3 percent needed just to generate enough jobs to match normal
growth of the labor force (about 2 percent a year) and to allow for
the normal advance in output per man. )

Let me briefly review the course of output, employment, and unem-
ployment from the beginning to the end of 1971.2 Over that interval,
real GNP grew at an annual rate of 4.6 percent, essentially matching
the potential growth rate of 4.3 percent. That growth of output gen-
erated an increase in employment, (civilian and military) of 1.1 mil-
lion jobs; meanwhile, the total labor force increased by about 1.3
million (an annual rate of 1.8 percent). Proportionately, the rise in
employment just about kept pace with the growth in the labor force,
and the unemployment rate ended just about where it began, at 6
percent. ' .

The experience of last year illustrates how the movement of em-
ployment can be a misleading indicator of the changing state of
labor markets. Unless employment raises rapidly enough to match
the growth of the labor force, unemployment keeps rising. In the
same way that, with a rising population, heroin addiction can be a
growing problem even though the number of nonaddicts continually
increases, so unemployment can be a growing problem while the
number of jobs is increasing.

Neither the unemplovment platean during 1971 nor the unemploy-
ment upsurge from 1969 to 1971 was a consequence of the outflow of
manpower from the Armed Forces or defense industries. This is an
important and much misunderstood proposition in both economics
and social philosophy. The cutback in military and defense plant per-
sonnel was thoroughly and carefully anticipated by the administra-
tion; indeed, in that area, official budgetary estimates have been ad-
mirably accurate. The administration chose deliberately and con-
sciously to use the defense cutback as a vehicle for fiscal restraint in
order to fight inflation, and worked hard to insure that it was not offset
by increased civilian expenditures. As it were, the reduction in the

2 Because of the distortions caused by the strike and the poststrike rebound at General
Motors in late 1970, I am using an average for the fourth quarter of 1970 and the first
quarter of 1971 as the benchmark for beginning-of-the-year calenlations. From that bench-
mark to the fourth quarter of 1971 is a period of seven-eighths of a year, and annual rates
are adjusted accordingly. .
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fiscal calories from defense spending was converted by discipline and
-determination into a national reducing diet. The economic malnutri-
tion that resulted was a consequence of that overall fiscal decision and
not of the defense cutback.

To be sure, the defense cutback has affected the composition of un-
-employment. If we had had the same overall fiscal policy but no
defense cutback, surely Seattle would have lower unemployment to-
-day, but Detroit and Chicago would have higher unemployment. With
job scarcities in nearly all labor markets, there is no reason to believe
that a different distribution of unemployment would have changed the
total. To be sure, Vietham veterans have had to make a transition to
«civilian employment. The unemployment rate of young men who have
returned from the Armed Forces since 1964 has been roughly 114
percentage points higher than for men in the same age group who
have not been in service during that period. Even if that differential
is entirely attributed to the transition back to civilian employment, it
«could not account for even as much as 0.1 percentage point in the
Nation’s overall unemployment rate. And it should be recognized that
returning veterans are a highly mobile group geographically and
occupationally, who would go where the action 1s in the labor market,
if there were any action anywhere. It is also worth noting that the
men who lost jobs in defense plants have been especially high-wage
and high-salary workers. An equivalent degree of fiscal restraint which
was more generally diffused would thus have created more unemploy-
ment per billion-dollar loss in GNP than did the cutback of aerospace.

As I review the arithmetic on this entire issue, I conclude that the
defense cutback, holding fiscal policy constant, did not perceptibly
affect the Nation’s overall unemployment rate in the past 2 years. To
the credit of the Council of Economic Advisers, its interpretation and
.analysis of the effects of the defense cutback on total unemployment
have been carefully guarded, not necessarily inconsistent with my own
conclusion, and professional in tone. No professional sailor who has
gone off course would blame it on a breeze.

Near-term prospects :
In 1972, real GNP should grow more rapidly than its trend rate
of 4.3 percent, and additional jobs should be created at a sufficiently
rapid rate to begin to reduce unemployment. Besides creating more
jobs, an economic rebound is also normally accompanied by an above-
normal growth of productivity, increased participation in the labor
force, and a lengthening of the workweek as the result of reduced
part-time and increased overtime. As a result of these other factors,
an output gain 3 percent above the 4.3-percent trend is required, on the
average, to reduce the unemployment rate by 1 percentage point. If out-
put grows at a 6-percent rate during the course-of 1972, the extra 1.7
percent above trend should translate into a decline in the yearend un-
employment rate of approximately 0.6 percentage points, to 5.4 per-
cent. With growth at that pace, it would be the third quarter of 1973
before we could expect unemployment to fall even to 5 percent.

These relationships are impertect and not fully reliable, even though
they held up well in 1971. In contrast, during 1969, unemployment
barely rose until yearend despite sluggish growth of output. But, in
all such important deviations in the post-Korean era, an acceleration



480

or deceleration of output growth has generated an even smaller (or
.slower) change in unemployment than the 3-to-1 relationship would
have predicted.

The journey downward from today’s 6-percent unemployment rate
is bound to be long, slow, and gradual, at best. Of course, fluctuations
in the unemployment rate from month to month can be large, but when
they are large, they are likely to be erratic and misleading, like that
of June 1971. Dramatic changes in the fundamental labor market
situation simply do not happen overnight.

Longer-term targets

Against this background, the recent discussions of whether the ulti-
mate destination of the unemployment rate ought to be 4 or 415 or 5
percent may seem premature. It reminds me of an old favorite topic
in college bull sessions of whether a man ought to plan to retire after
making his first million or his second million dollars. Like the partic-
ipants in the college bull session, we have not begun to make a dent in
our first million. Nonetheless, the dialog is of great importance for the
long run, and I should like to contribute to it. Recently, when the
Secretary of Labor referred to unemployment as the hole in the dough-
nut, I was reminded that, a decade ago, I wrote that unemployment
was just the tip of the iceberg in a cold economy. Let me explain why I
prefer my metaphor.

The difference between today’s economy and one that would be
operating under conditions of 4-percent unemployment is enormous;
it goes far beyond the reemployment of 1.7 million people who are
now jobless. Millions of other workers are now underemployed in
a variety of ways: through enforced part-time work, loss of oppor-
tunities for overtime work, or loss of promotions, and other steps up
the career ladder that would be possible in a world of prosperity. A
full-employment economy would mean an extra 2 million jobs in the
higher paying manufacturing industries. It would bring into the labor
force an additional group of about 1 million people who are not
actively seeking work today. While the absence of a job may not be
as great a hardship to such people, the opportunity to produce gain-
fully would be a joint benefit to them and to society. I'ull employment
would lift roughly 2 million people above the line of poverty income.
All in all, full employment would add approximately $35 billion to
annual real payrolls, a sum obviously far greater than the wages and
salaries of the reemployed.

Workers are not the sole beneficiaries of a full-employment economy.

- Machines as well as men would be put to work; productivity would
be strengthened ; and business overhead costs would be spread over a
larger volume of output. The result would be an addition of nearly
$15 billion to corporate profits after taxes. Meanwhile, as the admin-
istration’s budget estimates point out, the Treasury would gain some
$27 billion in added annual revenues. I would estimate that the Treas-
ury would also save roughly $8 billion in outlays now required for
unemployment compensation, social security benefits, welfare, and
the like. The iceberg associated with the tip of 6-percent (rather than
4-percent) unemployment is about $75 billion of lost production and
lost income,
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Indeed, the unemployment rate is the most revealing single indica-
tor of the state of the American economy. Tell any economist the un-
employment rate for any year and he can tell you whether produc-
tivity is strong or depressed, whether the profit share of GNP is ebul-
lient or weak, whether the disadvantaged are making their way into
good jobs, whether poverty is on its long-term downward path, whether
the welfare rolls are abnormally swollen. He can judge whether the
Nation is being plagued by protectionist proposals, pressures for re-
strictive work rules, and plans to spread work artificially through early
retirement and short workweeks. He can probably even make a good
estimate of what Government economic officials are saying publicly
about the significance of unemployment.

The traditional acceptance of 4 percent as an appropriate unem-

ployment target reflects the recognition that much unemployment
1s transitional, frictional, and even essential for the purpose of shop-
ping between jobs. Understandably, at full employment, a dispro-
portionate share of unemployment is borne by the young, by groups
of women who are casually attached to the labor force, by people
interested only in part-time work, and by those who are either newly
entering or reentering the labor force. Most of the unemployment at
full employment reflects movements into the labor force or between
jobs.
: However, the preponderant fraction of the extra unemployed in a
6-percent world consists of adult men, people who have lost their jobs,
and full-time workers. These facts are 1llustrated in table 1 attached to
my statement, which uses a two-quarter period when unemployment
averaged 3.9 percent (1969:4 and 1970:1) as a benchmark for meas-
uring changes to the fourth quarter of 1971. Unemployment among
adult males during that period rose 81 percent, while that of teenagers
rose about half as rapidly. Adult males accounted for 50 percent of
the 1.9 million extra unemployed, while they had been initially 87
percent of the jobless. Similarly, job losers accounted for 58 percent
of the increase in unemployment, but only 39 percent of the unemploy-
ment initially. Because it took longer to find new jobs, people who had
left their last job or who had entered the labor force experienced some
increase in unemployment, although the number of people quitting jobs
fell sharply and the number of people entering the labor force slowed
down. The unemployed victims of recession and slack constitute a quite
different group from those who remain unemployed at full employ-
ment ; and the policy prescriptions for aiding the two groups are also
different. The former need the help of fiscal-monetary stimuli; the
latter need aid from manpower programs.

As my colleague, George Perry, has demonstrated, the relatively
rapid increase of women and teenagers in the labor force has made a
4-percent unemployment target more difficult to achieve today than it
was in the midfifties. I interpret Perry’s findings as a challenge and a
demand for action on the manpower front. The Employment Act’s call
for “useful employment opportunities * * * for those able, willing, and
seeking to work” is not limited to Americans who are male and above
20 years of age. It is important whether a recent high school graduate
entering the labor market for the first time is greeted by a socicty eager
for his contribution to the productive process or rejected because of a.
shortage of jobs. It is relevant whether a woman in her forties who has
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sent her youngest child off to college and wants to reenter the labor
force finds something productive to do.

Heaven does not create men’s jobs and women’s jobs, or adults’ jobs
and youths’ jobs. Employers do; and they adapt to relative supplies,
and they can be given incentives and help by the Federal Government
to make an extra adaptation. And they can be helped to capitalize on
a very important favorable force that should ease our task of getting
down to 4-percent unemployment today.

Compared to the midfifties, today’s labor force has a much higher
educational attainment. That educational trend, which should rein-
force our ambitions and strengthen our determination, deserves greater
recognition, along with the appropriate increase in attention to demo-
graphic trends. In its 1972 Annual Report, the Council focuses on an
important aspect of the changing demographic composition of the
labor force; it demonstrates that a return to 1956 unemployment rates
for each age-sex group in the population would yield a global unem-
ployment rate of 4.5 percent rather than the 4.1 percent actually
achieved in 1956. This unfavorable shift reflects the reduced share of
‘the labor force made up of men, 25 years and over, who have especially
low unemployment rates at full employment; and the correspondingly
increased share of young people, both male and female, who have
above-average unemployment rates.

As the Council correctly points out, its calculation does not reflect
“any offsetting factors arising from increased education. * * *” Indeed,
a focus on the changing composition of the labor force by educational
:attainment yields impressive results in a favorable direction. As table
2, attached to my statement, illustrates, the fraction of the adult labor
force lacking a complete high school education fell from 53 percent in
1957—1956 data unavailable—to 35 percent in 1970. The unemploy-
‘ment rates of workers without high school diplomas have been, and re-
Tain, much higher than those of more highly educated workers.

At full employment, the less educated workers generally get jobs,
but they get those types of jobs that involve less employer-employee
-attachment and, consequently, greater turnover. The higher unemploy-
ment rates of the less educated are, in some ways, analogous to those of
_younger people and women. Using detailed data underlying the sum-
mary numbers in table 2, a calculation that combines the March 1957

unemployment rate for each and every educational group and the 1970

‘proportions of the labor force by educational attainment yields a re-
.duced hypothetical global unemployment rate of approximately 3.5
‘percent, compared to the actual 4.1 percent of March 1957. Or, to put
it another way, to tolerate more than 4-percent overall unemployment
would mean settling for much higher unemployment, rates at each edu-
-cational level than prevailed in the midfifties. The focus on education
Taises questions rather than answering them. But we should be asking
-questions about favorable as well as unfavorable trends in the labor
force.

I can understand all the temptations to redefine full employment as-
‘the highest level of employment that is easy to achieve. But a retreat
to a target of 5-percent unemployment would cost us some $35 billion
per year of production and income. Moreover, it would sacrifice the
job security of countless American families and the opportunities for
the young and disadvantaged to climb career ladders to good jobs.
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These are enormous costs ; and half of those costs, such as would be as-
sociated with an unemployment target of 4% percent, would still be
large. I know no evidence that we need retreat. To be sure, the target
of 4-percent unemployment without inflation is an ambitious one; it
has not been attained before ; and no one can offer a guarantee of suc-
cess. But it is worth a serious dedicated effort combining fiscal-
monetary, wage-price, manpower, and institutional reform policies.
This is the time for innovation and determination, not for excuses and
retreats.

Thank you.

(The tables referred to in Mr. Okun’s statement follow 2

TABLE 1.—CHANGES IN UNEMPLOYMENT

N Percentage of—
Unemployment (thousands of

persons) Unemploy- Change in
ment at total
Start of End of Percent startof  unemploy-
19701 19717 Change change 1970 ment
By demographic group: .
Males, aged 20 and over_._...... 1,167 2,117 950 81 37 50-
Females, aged 20 and over_. 1,089 1,670 581 53 34 30
Teenagers, both sexes_.___...... 935 1,314 379 41 29 20
Full-time versus part-time work:
Seeking full-time jobs. .. _....... 2,423 4,125 1,702 70 76 87
Seeking part-time jobs.___....... 768 1,025 257 33 24 13
1,234 2,357 1,123 91 39 58
457 156 34 14 8:
1,067 1,474 407 38 33 21
443 694 251 56 14 13

1 Average of 4th quarter of 1969 and 1st quarter of 1970.
2 4th quarter.

Source: “‘Employment and Earnings,’” January 1972,

TABLE 2.—EDUCATIONAL ATTAINMENT AND UNEMPLOYMENT, 1957 AND 1970 (PERSONS 18 YEARS OLD AND*

OVER)
Percentage distribution of
the labor force Unemployment rates
Education level 1957 1970 1957 1970:
Less than 12 years 52.7 34.8 5.5 5.6
12 to 15 years._ . 38.1 52.3 3.0 3.9
16 years or mor 9.1 12.9 i 1.5
Total . oo mm e 100.0 100.0 4.1 4.2

Sources: “'Manpower Report of the President,”” April 1971, pp. 244-45; “Educational Attainment of Workers, March.
1969, 1970,” Special Labor Force Report 125, U.S. Department of Labor, 1970; Denis F. Johnston, ‘‘Educational Attain--
ment of Workers, March 1962, “Monthly Labor Review, May 1963, p. 507. All data represent March 1957 and March 1970-

Chairman Proxyare. Thank you very much.

Last, but by no means least, is Prof. Henry Wallich, of the Depart-
ment of Economics at Yale University.

He is a member of the Council of Economic Advisers from 1959 to-
1960, and is presently serving as a consultant to the Department of
the Treasury.

It is good to see you again.
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STATEMENT OF HENRY C. WALLICH, SEYMOUR H. KNOX
PROFESSOR OF ECONOMICS, YALE UNIVERSITY

Mr. Warzicn. Thank you, Mr. Chairman. I am happy to have
this opportunity of addressing this distinguished committee.

I would like to bring to your attention a composite forecast for
1972, collected by the American Statistical Association and processed
by the National Bureau of Economic Research, containing the fore-
casts of some 70 economists. It arvives at a median estimate for 1972
GNP of $1,140. In other words, it arrives at a figure $5 billion below
the figure on which the budget is based, but one not out of line with
what has been discussed here.

The interesting part about this composite forecast, however, is that
the rather close consensus of the 70 or so economists is the result of
offsetting differences among the components of the GNP. One esti-
mator will have a high defense estimate and low consumption; an-
other will have the reverse, and so on for many other components.
When one takes these apart and makes up a synthetic GNP estimate
of all the low elements and all the high elements, the consensus becomes
considerably less pronounced.

This would be a logical thing to find at full employment when the
capacity of the economy is limited and a little more of one thing nec-
essarily means a little less of another. When the economy is operat-
ing with excess capacity, one would ordinarily expect that a little
more of one thing would also lead to a little more of everything else.
That is not borne out by a more detailed look at the forecasts. While I
have not seen the individual forecasts, I have seen enough to be able
to conclude that what we have here is a consensus resulting from off-
setting differences. That reduces my confidence in the consensus, even
though I realize these forecasters have done an excellent job in fore-
casting GNP for 1971, and that indeed they have made tremendous
strides in improving their techniques.

Next, I would like to address myself to the high rate of
unemployment.

There seems to be a revival of the structuralist versus ageregate de-
mand debate that we experienced during the 1960%s. As you know, Mr.
Chairman, the structuralists said that full employment at 4 percent
could not be reached because of structural changes in the labor force,
and the other side said the opposite. The other side clearly won their
case because the economy did go to 4-percent unemployment and it
subsequently went to 3.5 percent. However, the experlence showed
that these unemployment levels were inflationary, and we are today
still struggling with the consequences of pushing the economy so far.

Today that same debate is reviving. The principal source is the
work of George Perry, from whom you will hear later, that of Robert
Hall, of MIT, and Charles Holt of the Urban Institute and Robert
Gordon of Chicago: These are some of the men who have done inten-
sive research. They seem to come up with a finding that there has been
a structural change. Four percent today doesn’t mean what it would
havemeant 15 or 20 years ago. :

This goes beyond the computations of the Council of Economic Ad-
visers which show that, given the present structure of the labor force,
full employment would mean something like one-half percent more un-
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employment than in the past. There are other elements involved such
as a wider regional dispersion of unemployment. The principal ele-
ment seems to be the bottleneck created by the position of married
males. T hate to use a sexist interpretation of the statistics, but that is
the way they come.

Today at 4-percent unemployment, the unemployment level of that
crucial group would be substantially lower than it has been in the past.
My reaction to these facts is not to suggest that we redefine Tull em-
ployment. I would much prefer to do something about the situation.
But I don’t think we should de it by simply expanding the economy
and hoping that we reach 4 percent without inflation. Four percent to-
day is the equivalent of 3.5 or less a number of years back. If we say
that 4 percent is the rate that we should reach simply by increasing ag-
gregate demand, we are saying that we should have aimed at 3.5 or
thereabouts in the past.

The concrete proposals I would make in this area are these:

Deal with the tremendous excess unemployment in particular areas,
principally teenagers. Teenage unemployment is at a level of 17 per-
cent of teenagers in the labor force. Black teenage unemployment is an
unbelievable 30 percent plus. These clearly are pathological condi-
tions of the economy that are not going to be remedied by expansion.
They have to be dealt with on a different basis.

I ‘would propose a massive training program. Many other devices
have been proposed by others. This, I think, is a high priority.

If we act along those lines, and if additionally we remove some
teenagers and women from unemployment through public service jobs,
4 percent will become meaningful again. It will mean that at 4-percent
unemployment the married males will have a somewhat higher un-
employment rate, one that does not create the labor market pressures
that have given us these high wage settlements.

An alternative procedure, if 1t is-not possible to institute the struc-
tural reforms, would be to focus on some of the subcomponents of the
unemployment statistics and to use married males—I again hesitate to
take a criterion like that—and take 2.5-percent unemployment among
married males as the critical point, or take male and female workers
of 25 years and over where the critical area might be 3 to 3.5 percent.

These would be redefinitions and I don’t like redefinitions—but it
would be realistic if we want to look at unemployment as a criterion
for excess capacity. Unemployment statistics were never designed as a
criterion for social distress. We have to rid ourselves of the idea that
an unemployed teenager is the same as an unemployed head of a family.

But today the overall unemployment rate doesn’t even measure
capacity properly any more. We have to recognize that rather than
bemoan it.

I turn to fiscal policy. In principle, I find the budget strategy a
good onc. We should have a flexible full employment-surplus-deficit
balance and not simply a fixed full-employment surplus which stays
the same through good times and bad times.

When we have this fixed full-employment budget, all we are rely-
ing on are the automatic stabilizers. In other words, we are for-
swearing a flexible anticyclical policy. :

That was the strategy of the Council apparently in the early days
of this administration. That strategy has been given up. It is a wise
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decision. We should operate flexibly. To be sure, I would prefer flexi-
bility to come from tax changes rather than from expenditure changes.
Expenditure changes tend to work with a lag, both the inside lag of
enactment and getting the money to where it can be spent, and the out-
side lag of getting the work done. Tax changes would work more
uickly.

a In g)enera,l, I would argue that we need to revitalize the fiscal proe--
ess. I am very much in agreement with my colleague, Dr. Okun,
on this. We have argued about this and pleaded with the authorities
for 10 years and more, and nothing has happened. Hence I am ready
to abandon the approach of suggesting that the President should be
given discretionary flexibility over taxes.

I suggest instead that we turn back to something explored over a
far longer period, an automatic trigger mechanism. He examined
but eventually abandoned the notion that at # percent unemploy-
ment taxes should automatically be cut by y percent, because such a
trigger might at times throw off wrong signals. It undoubtedly might.
Perhaps that could be remedied by providing for a veto power, both
for Congress and for the administration, in this trigger mechanism..

One could also build in some caveats, such as to cut taxes when un-
employment has risen to the critical level, only provided inflation
has behaved in some particular way—for instance, if it has not in-
creased or is not going at a high rate.

In any event, we have reached the point where we really must try
a new approach rather than keep arguing about the pros and cons.
of one that the Congress has rejected for many years.

Today we need fiscal policy more badly than we have needed it in
the past because we know what happens to the international monetary
system if we focus monetary policy exclusively on the domestic econ-
omy and treat the balance of payments with a lower priority.

On the subject of tax policy in particular, I have inserted a few
tables into my prepared statement which I think speak for themselves.
The general point I wanted to make is simple. We hear a great deal
about how we have given away revenue through tax cuts. The fact
is that we have had two conflicting forces. Inflation has pushed people
into higher brackets, even without an increase in real income. Tax cuts.
In 1964, 1969, and 1971, however, have reduced the burden. The net
effect is almost a standoff. If you look at the two effects jointly, at
constant real incomes, there is very little change in the tax burden:
except in the lowest bracket where it has declined significantly. When
you look at the effect of inflation by itself, or the effect, of tax changes,
you see that there seem to be great forces at work. The net change is
very small. That suggests to me that we will carry a heavy tax bur-
den. Tt also suggests to me that the weak structure of the budget derives:
from what has happened on the expenditure side, not what has hap-
pened on the revenue side.

To wind up, I would like to say a word about monetary policy. I
think it is a cause of real preoccupation that today we rely very heavily
on monetary policy without being at all agreed on how it works,
whether it works through interest rates or through changes in the
money supply, and if the latter, which version of the money supply.

I find myself going back to the old game of finding out what would
happen at different definitions of the money supply. I have always
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money supply. I see no difference between, let us say, General Motors
and the U.S. Treasury in the handling of their cash balance. Neither
entity is constrained 1n its expenditure behavior by how much cash it
has. Both can borrow easily when they need more cash. The real ef-
fect on the economy from a shortage of cash of either the Treasury or
General Motors comes from the effect of borrowing on interest rates.
That squeezes out some other borrower who would have to pay a higher
rate of interest. That effect is the same whichever of the two would
borrow. So I would treat their deposits alike.

When we include the Treasury’s deposits in the money supply, we
see that the great concern about excessive money creation in the spring
of 1971 was quite unnecessary. The revised M-1 rose at 8 percent, not
at 12 percent. .

The concern about stagnation of the money supply late in 1971 was
unnecessary. The combined totals rose at 3 percent and we could have
spared ourselves that concern.

" The lesson I would draw from this is that we ought to pay less at-
tention to M-1. I would also argue that when we do find changes in
the demand for money, as Mr. Burns has pointed out we did experi-
ence last year, we should stick to an interest rate target and not worry
about the money supply. This is a respectable economic finding.

If we had done that in the spring we would not have acted differ-
ently from what we did. The Federal Reserve aimed at keeping inter-
est rates low. In the fall, however, they tried to expand the money sup-
ply when it would not expand, driving interest rates down very
sharply and creating problems in the international area that perhaps
could have been kept in check better. :

Finally, where do we go with respect to phase IT1? I expect phase 11
will end favorably. I expect inflation will be reduced though not ended..
We will then have to ask ourselves what comes next. I doubt very
much that we can go back to an idyllic freedom of markets in the
complete sense. I have taken the time of this committee before urging
a tax device to reward wage restraint and penalize excessive settle-
ments. I don’t want to take your time any more. But if nothing of
that sort is done, then I strongly urge that we find some other device,
hopefully oriented toward the market and not oriented toward con-
trols, so that we can expand the economy a little further, and, as Mr.
Olkun said, get some of the benefits of a higher rate of employment and
lower unemployment.

Thank you.

(The prepared statement of Mr. Wallich follows:)

PREPARED STATEMENT OF HENRY C. WALLICH

It is a great privilege to appear before this distinguished Committee to discuss
the nation’s economic plan for the period ahead. I believe that this plan, as
expressed in the President’s Budget and in his Economic Report, represents an
appropriate and feasible approach to the problem of returning the nation to full
employment, rapid growth, stable prices and balance of payments equilibrium. If
realized, this plan should advance us a long way toward our objectives, and
should make the year 1972 a very prosperous one.

THE RETURN TO FULL EMPLOYMENT

The Economic Report projects a Gross National Product for 1972 of $1,147
billion. This forecast is in line with many independent forecasts, and certainly it
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is within the capacity of the economy. It is worth noting that, for 1971, inde-
pendent forecasters did an excellent job in predicting the GNP.

I should like to bring to the Committee’s attention a composite forecast, based
upon the individual forecasts of some 70 professionmal forecasters, which does.
come out at a somewhat lower figure than either the Economic Report or what
may be called the consensus of the best known forecasters. When published in
January, 1972, this composite forecast arrived at a GNP for 1972 or $1,140 ad-
justed for the recent revision of the national accounts. The range of GNP fore-
casts that are averaged in this composite forecast is narrow, indicating a high
degree of consensus.

It is worth noting, however, that the prevailing high consensus does not pertain
to all the separate sectors of the GNP that the experts attempt to forecast, such
as business, fixed investment, housing, inventories, etc. If one takes, for each
GNP sector, the lower and the upper quartile of the forecasts and from there

" sectoral forecasts constructs a synthetic GNP forecast consisting of all the lower

quartile values and another of all the upper quartile values, the consensus be-
comes less pronounced. This would be understandable if the economy were
operating at full employment. Then, a little more output in one sector would tend
to imply a little less in another. This constraint however, is not operative now.
It appears, therefore, that the consensus with regard to the overall GNP figure
results from compensating differences in the forecasts of particular GNP sectors.
I would not fault the forecasters for this. Forecasts are not made mechanically
by running models through a computer. But my exercise shows that, if computer
models give good results, it is because the models are operated and adjusted by
men of experience and good sense. At the same time, the underlying diversity of
views concerning particular GNP sectors does leave me with some -uneasiness
about the meamng of the overall consensus.

My personal view is that the consensus is a little on the high side, and that a
forecast of $1,132 billion has greater plausibility.

THE FULL-EMPLOYMENT LEVEL

In today’s writings and discussions about the causes of and remedies for our
high unemployment, I seem to note an echo of a debate of the early 1960’s. It was
the debate between the structuralists, who argued that the then prevailing high
unemployment was partly of a structural character and to that extent could not
be remedied by an expansion of aggregate demand, and the believers in aggregate
demand, who disputed this point of view. The believers in aggregate demand
seemed to have won their case when the economy achieved 4 percent unemploy-
ment and subsequently achieved an annual average of 3.5 percent in 1969. It was
a Pyrrhic victory, however, because the economy was caught in a rapidly accel-
erating inflation. Today’s high unemployment is the consequence of the effort to
cure that inflation. Now again there is a structuralist school that argues that a
change for the worse has taken place in the structure of the labor force. This:
change, involving a higher proportion of teenagers and women who are more.
prone to unemployment than married males, has two implications. First it shows
that during the period of lowest unemployment the labor market was even tighter
than appeared from the overall unemployment figures, because unemployment
of married males was disproportionately lower. Second, the 4 percent full em-.
ployment level no longer has the significance that it used to have. Today, 4 percent
unemployment unfortunately is more inflationary than in the past.

The first and foremost conclusion to be drawn from this situation is to take
direct action to reduce the incidence of unemployment where it is highest,
namely among teenagers, and secondarily among women. Some years ago, I pro-
posed a massive job training program to that end. Others have proposed a great
increase in temporary public service jobs, as well as a variety of manpower and
labor market programs.

If in this way a part of the structural unemployment were removed, the tradi-
tional 4 percent full employment level would once more achieve realism. It would
imply a relatively higher proportion of unemployment for married males, and a
lower proportion for women and teenagers not absorbed by training programs
or public sector jobs. This solution, it seems to me, would be preferable to re-
defining “full employment” as 4.5-5 percent unemployment. Alternatively, we.
might focus on some part of the labor force that was regarded as eritical for in-.
flationary pressure. If it were not for the sexist implications of the statistics, I,
would suggest that an unemployment rate for married males of say 2.5 percent
could serve as a signal of approaching excess demand in the market for skilled
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labor and hence of inflationary danger. Alternatively, an unemployment figure
for workers of both sexes over 24 might serve as such an indicator.

In any event, we must rid ourselves of the implication attached to the overall
unemployment figure that the part-time unemployment of a high school teenager
has the same social significance as the unemployment of a head of a family. The
unemployment figure was never designed as an indicator of social distress. Its
purpose was to indicate unused labor capacity. "Today., when it has become an
average of such irreconcilable components as the rate for married males and
-the catastrophic rate for Black teenagers, it has ceased to serve even for this
latter purpose.

FISCAL POLICY

The basic strategy of the budget is to inject a high degree of stimulation into
the economy while unemployment is still high, by means of a full employment
deficit. As the economy advances, this full employment deficit is to give way to
full employment balance. I believe that a flexible policy of this kind is desirable
in principle. A budget structure that retains full employment balance throughout
a recession and recovery implies exclusive reliance in the automatic stabilizers
built into the budget. There is then no deficit other than that which results from
the recession itself. This implies rather weak stimulation.

At the same time, I would have preferred more of the flexibility to come from
the tax side. It has often been observed that the variation of expenditures tends
to operate with long lags. There is a danger that the stimulus derived from an in-
crease in expenditures may take effect too late, and last too long. Stimuli re-
sulting from tax cuts can be made effective more quickly and turned off more
easily. It is true that temporary cuts in income tax seem to suffer from a reluc-
tance of people to spend temporary windfalls, Much of the effect, therefore, may
be lost if the temporary nature of the measure is known. But this effect does not
adhere to tax changes such as an excise tax cut or a change in the investment tax
credit. A temporary measure of either sort is more powerful than & permanent
one, because it induces buyers to make their purchases during the favorable
period.

Quite apart from the needs of the present year, I believe it is urgent to re-
examine our instruments of fiscal policy, because of the excessive weight thrown
upon monetary policy in the absence of a flexible fiscal policy.

To recondition and make operational our fiscal policy today is an urgent task
if we want to have stable international monetary relations. Recently, the Federal
Reserve with its monetary policy has had to do much of the stabilization work
that fiscal policy has failed to accomplish. In consequence, interest rates have
tended to move up and down rapidly, causing international capital flows that dis-
turb the balance of payments. International coordination of monetary policies,
which is necessary to produce international stability, becomes impossible when
monetary policy is oriented exclusively toward domestic ends. This orientation,
nevertheless, is practically unavoidable so long as monetary policy remains our
principal if not only instrument of achieving domestic stability.

The recent tax changes proposed by the Administration and enacted, with some
modifications, by the Congress show that we have made progress in the handling
of anti-cyclical fiscal policy. But much more is needed. The recent tax changes
went through Congress with reasonable dispatch, but certainly not fast enough to
assure good timing of stabilization policy. Moreover, these changes involved tax
cuts. For a tax increase, the likely lag would be longer. Finally, we again mixed
up reform and stabilization. This inevitably slows the process and also makes it
irreversible. What we need, as has been pointed out many times, is a simple up
and down mechanism that acts much like changes in the Federal Reserve’s dis-
count rate.

Ten years of pleading with the Congress to give the President limited discre-
tionary power to vary income tax rates temporarily have produced no results.
Neither have suggestions that Congress reorganize and expedite its own anti-
cyclical pax cutting or increasing procedures. It may be timely, thereore, to ex-
amine once more a mechanism much discussed in the early postwar period, but
since abandoned because of its obvious defects. I refer to the automatic trigger
mechanism designed to raise or lower the income tax rate when some indicator or
set of indicators have reached a critical level. The defect which caused discus-
sion of this device to be abandoned was the prospect of false signals, i.e, signals
that would trigger a policy inappropriate under the circumstances. No trigger
mechanism, no indicator, can be set so as to foresee all possible situations. Never-
theless, we have now built a trigger mechanism into two important anti-cyclical
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measures on the expenditure side—the extended unemployment cosopensation
program and the temporary public sector jobs program. The purpose of these
programs, to be sure, is very closely related to the indcator itself, which is the
unemployment rate. A tax cut or increase would have to take into account factors
other than unemployment. Nevertheless, it may be worthwhile to reexamine the
possibility of constructing an indicator or set of indicators that would trigger
appropriate anti-cyclical tax changes. To guard against false signals, the Congress
and the President should retain the right to veto such changes. This method would
be a second best, but probably better than our present methods. The appropriate
tax to which the mechanism should apply might very well be the investment tax
credit.
TAX POLICY

The budget projections for future years show that there is virtually no leeway
for new expenditure programs. The existing program promise to absorb all but a
negligible margin of future increases in revenues. This is the result, partly of
major increases in programs, and partly of the tax cuts instituted during the
'60’s and *70’s. The possibility that new taxes will have to be levied must therefore
be considered.

In doing so, it will be helpful to gain some perspective on the development of
the tax burden. Considering the personal income tax only, two counteracting
forces have been at work for taxpayers with a constant income in dollars of a
constant purchasing power. The tax cuts of 1964, 1969, and 1971 have reduced his
burden, with a temporary bulge owing to the surcharge of 1968. Inflation, on the
other hand, has shifted the taxpayer into a higher income class in current dol-
lars and, under the progressive income tax tended to raise his real burden. I have
inserted tables showing these effects at different income levels. The results are
interesting. The effect of inflation in raising the burden of taxes relative to a con-
stant income has been almost as great as the sum of all the tax cufs since and
including 1964. Only for the lowest bracket in the table, of $5,000, has there
been a really substantial reduction in the effective tax rate. Since, in fact, most
families’ real income did rise substantially during this period, their effective tax
rate for the most part would also have risen. For the nation as a whole, the
effective tax rate, measured as the ratio of the revenue from the personal income
tax to personal income, today stands at almost exactly the same level as it-did in
1963. Nevertheless, in the interim, there have been major ups and downs.

la. INCOME TAX AT SAME REAL INCOMES, 1963-71!

1963 1965 - 1969 1970 1971

Adjusted gross income.._
Total tax/adjusted gross income (percent)
Adjusted gross income........--....-

Total tax/adjusted gross income (percen
Adjusted gross income. ..
Total tax/adjusted gross i
Adjusted gross income. .
Total tax/adjusted gross
Adjusted gross income... V-
Total tax/adjusted gross income (percent)._...__._.

$4,935 $5, 085 $5,910 $5, 260 $6,530
8.3 .0 7.9 7.7 6.4
$9,870  $10,170  $11,820  $12,520 $13, 060
13.6 iL.2 i3.3 ) 12.3
$14,805  $15255  $17,730  §18,780 $19, 590
16.5 i3.8 ) 15.6 15.3
$19,740  $20,380  $23,640  $25,040 $26,120
i8.9 15.9 18.9 1.0 i7.8
$24.675  $25,425  $29,550  $31,300 $32, 650
2.1 17.8 21.3 2.5 20.3

1 Hypothetical situation: Married couple with 2 chitdren (4 exemptions); itemized deductions amount to 10 percent of
adjusted gross income; the standard deduction is used if it exceeded the value of itemized deductions; adjusted gross
income is exclusively wages and salaries, standardized for 1964 at $5,000, $10,000, $15,000, $20,000, and $25,000 re-

spectively.
' Ib. INCOME TAX AT SAME MONEY INCOMES, 1963-711
1963 1965 1969 1970 1971
Adjusted gross income____ .. _oceieen- $5, 000 $5, 000 $5, 000 $5,000 $5, 000
Total tax/adjusted gross income (percent) 8.4 8 8 5.6 3.6

Adjusted grossincome__ . ... ..oos-n
Total tax/adjusted gross income (percent).

Adjusted grossincome..... ...
Total tax/adjusted gross income (percent).

Adjusted grossincome______._.______.__._
Total tax/adjusted gross income (percent)..
Adjusted gross income_____.._.________._
Total tax/adjusted gross income (percent)____

., X 5. X X
$10, 000 $10, 000 $10, 000 $10, 000 $10, 000
13.7 1.1 12.3 11.2 10.5
$15, 600 $15, 000 $15, 000 §$15, 000 $15, 000
16.6 13.7 5.1 13.9 13.3
$20, 000 $20, 000 $20, 000 $20, 000 $20, 000
19.0 15.8 17.4 16.1 15.4
$25, 000 $25,000 §25, 000 $25,000 $25, 000
21.3 17.6 19.4 18.0 17.3

t Hypothetical situation: Married couple with 2 children (4 exemptions); itemized deducti t to 10 t
of adjusted gross income; the standard deduction is used if it exceeda< the value of itemized deductions; adjustet{ gross
lncomeﬁ.ls Iex«:lusnvely wages and salaries, standardized for 1964 at $5,000, $10,000, $15,000, $20,000, and $25,000
respectiively.
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lc. INCOME TAX AT 1963 RATES AT SAME REAL INCOME, 1963-711

1963 1965 1969 1970 1971
Adjusted gross income.. 4, 935 $5, 085 $5,910 ss 260 36, 530
Total tax/adjusted gross 8.3 6 9 0.3

8. 9. 10.6
Adjusted gross income....__.._...._. $9, 870 $10,170 Sll 820 512 520 $13, 060
Total tax/adjusted gross income (percent) 13.6 13.8 4.7 15.2 15.6
. $14, 805 $15, 255 $17, 730 $18,780 SlSlgsg

Adjusted gross income._.._________._._

Total tax/adjusted gross income (percent). - 16.5 16.7 18.0

. Adjusted gross income.._.._..__....._. ae- 519 740 $20, 340 523 640 $25, 040 826 120
Total tax/adjusted gross i (] - 8.9 19.1 21.3
Adjusted gross income____ ... ...._.__ $24 675 $25, 425 $29 550 531 300 $32 850
Total tax/adjusted gross income (percent)._.._...._ 21.5 3.3 4.2

1 Hypothetical situation: Married couple with 2 children (4 exemptions); itemized deductions amount to lokpercent of
adjusted gross income; the standard deduction is used if it exceeded the value of itemized deductions; gusted gross
|nco|me is exclusively waxes and salaries, standardized for 1954 at $5,000, $10,000, $15,000, $20,000, and $25,000 res pec-
tively.

2. EFFECTIVE INCOME TAX RATE

(Ratio of Federal personal income tax collections to personal income, fiscal
years 1963-71.)

Percent Percent
1663 10. 5 (1968 ——_—— ---10.5
1964 _____ - 10.1(1969 _____. 12,1
1965 __ e 9511970 o __ 11. 6
1966 —— — 9.8f1970 _____________ 10. 4
1967 - 10.1

This quick review of the burden imposed by the personal income tax gives by
no means the full picture. It leaves out the corporate income tax, payroll taxes,
and excises, to say nothing of state and local taxes. Given the fact that payroll
taxes bave mounted drastically, the conclusion is justified that the budget squeeze
comes principally from the expenditure side, and very predominantly from the
government’s civilian expenditures. If a taxpayer were minded to ask what he
was getting for this tremendous increase in expenditures, it would be difficult to
give him an answer. With a large part of the incremental expenditures going to
the aged for social security and health, and another good slice to the young for
education, aid to dependent children, and job training, “fiscal middle America”
consists of the taxpayers of the nation standing between two groups that are the
favored recipients of government services or transfers. Any proposal to raise
taxes must take into account the position of this group.

MONETARY POLICY

It is a matter for deep concern that, at a time when we are so heavily dependent
upon monetary policy for most of our economic stabilization efforts, we should
be so unsure about how monetary policy really works. During the past year, the
money supply at one time increased so rapidly as to occasion inflationary fears
in the market. At another time, it grew so slowly as to occasion alarm of another
sort. A comment on these experiences may be useful as a guide to the future.

In the first place, the observation that during the months of February-July
1971 the money supply was rising at a rate of 11.6 percent, and that during the
months August-November 1971 it was almost stagnant at a growth rate of 0.5
percent, rests on the fact that government deposits at commercial banks are
excluded from the demand deposits which are counted as part of the money
supply. A closer look at the two periods in question shows that a good part of
the alarming vagaries of the money supply were in fact due to accumulation
and decumulation of bhalances by the Treasury. When Treasury balances are
added back into the money supply, it appears that the growth rate of the
money supply during February-July was 8.1 percent, and that during August-
November it was 2.9 percent. The modified growth rates are not far from the
range which this Committee has regarded as desirable under ordinary circum-
stances. I do not want to enter into the theoretical argument for and against
including Government deposits in the money supply. A good case can be wmade
for either. I simply would like to draw attention to the evidence. When the
money supply behaves in a manner that, by the existing definition, predicts a
serious disturbance in the economy, but, by another definition, does not predict
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a serious disturbance, and ‘when in fact no serious disturbance occurs, this
seems to argue for giving the alternative definition serious consideration.

A second observation pertains to the appropriate choice between the growth
of the money supply on one side and the level of interest rates on the other as
a target for monetary policy. A respectable view holds that this is not a choice
to be made once and for all, along the lines of the discussion between mone-
tarists, who lean toward the growth rate of the money supply, and Keynesians,
who prefer interest rates as targets. Instead, the choice should depend on
whether the source of instability seems to be located in the real sector of the
economy or in the monetary sector. When the source of instability is located
in the real sector, the proper course of action, with some qualifications, is to
adhere to a money supply target. If that is done, interest rates will rise if the
real sector is expanding and will fall if it contracts. In either case, the move-
ment of interest rates will be of a stabilizing kind—higher rates restraining
excessive expansion, lower rates counteracting contraction. On the other hand,
if the source of instability is in the monetary sector, for instance in the form
of an increase or decrease in the demand for the money unrelated to economic
activity, stable interest rates will be the appropriate target for monetary policy.
That will prevent the disturbance in the monetary sector, whatever its causes,
from affecting the real sector.

Last spring, as Dr. Arthur Burns has pointed out, the demand for money
seemed to expand suddenly without c¢learly visible reasons. The Federal Reserve
accommodated this demand by rapidly expanding the money supply, taking
advantage at the time of the reduction in the Treasury’s cash balance. In this
way, interest rates were kept reasonably stable and the disturbance in the
monetary sector, whatever its cause may have been, was prevented from
affecting the real sector. By this interpretation, then, the money supply in
any of its versions was under the circumstances an inappropriate guide to
policy. The Federal Reserve did right in ignoring it and sticking to an interest
rate target.

This was not its policy, however, during the subsequent period of stagnation
of money supply growth. Here, again, the disturbance seems to have originated in
the monetary sector, in the form of a decline in the demand for money. Again,
the proper policy would have been to stick to interest rates as the target for
monetary policy. Instead, the Federal Reserve seems to have become seriously
concerned about the failure of the money supply to rise. In its attempt to “get
the money supply going again” it seems to have pushed short-term interest rates
down to levels that created some uneasiness in international financial markets
and raised questions about the durability of the new exchange rate structure.

I must add that the spectacle of a money supply that will not rise in the face
of efforts by the central bank to keep it rising has something alarming not only
for monetarists. A similar phenomenon occurred in the early part of 1960. As
we know now, it was the signal of an approaching recession. The Central Bank
was unable to expand the money supply because the economy was too slack to
want the money. In late 1971, however, such an interpretation would have flown
in the face of a strong consensus forecast pointing to a vigorous expansion in
1972. To interpret the failure of the money supply to rise as evidence of reces-
sinn ahead, instead of as simply a fluctuation of liquidity demands of business,
wou'd have meant fo side with this single indicator against strong evidence
pointing in the direction of expansion.

The year 1972 may bring opportunities to apply the lessons of the past. In
a nutshell, T wou'ld say that the principal lessons of 1971 have been these:

1. Less emphasis should be placed on one single concept of the money supply,
even though alternative concepts as a group deserve close attention and con-
siderable respect as indicators and targets of policy.

2. In deciding whether to maintain stability in the growth of money or in the

level of interest rates, the nature of the disturbance should be taken into

acrount,

3. While monetary policy must serve primarily the needs of domestic sta-
bility so long as fiscal policy continues relatively inflexible, the international
repercussions of our domestic monetary policies should be given some weight.

During 1972. monetary policy will have to operate in an environment of very
large and also rapidly shifting credit demands. In the long term sector, demand for
funds is likely to be lower than in 1971. Corporate liquidity has been increased
very substantially by last year’s bond issues, and corporate retained profits
should rise considerably given the restraint on dividends. Hence, new corporate
bond flotations are likely to decline below last year’s record level. The same
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can be expected of state and local securities. As a result, there is a good pos-
sibility that long term interest rates, which have been coming down counter-
cyclically, will continue in their present range for some time. Accommodation
of the strong demand for short-term and medium term credit, however, in-
cluding the heavy needs of the Federal Government, will require a considerable
expansion of commercial bank credit. That will be the case especially if short-
term funds flow back from abroad, and if the foreign central banks which re-
ceived these funds and have invested them in U.S. Treasury bills are conse-
quently compelled to liquidate those holdings. The Federal Reserve will have
to operate skillfully to balance the accommodation of demands for short and
medium term credit against the need to avoid overexpansion as we move closer
to the capacity ceiling of the economy.

PHASE II AND PHASE III

We have learned that, just as it is unwise to talk of wage and price eontrols
before they are imposed, it is unwise also to talk about their removal before it
occurs. The first induces labor and business to raise wages and prices “just in
case.” The second makes for diminishing compliance with the existing regulations.
These two lessons of experience unfortunately make it difficult for the government
to plan ahead publicly. At the present time, one of the forums where a discussion
of the transition from Phase II to Phase IIT can take place with more freedom
than elsewhere is the Joint Economic Committee, and I would like to recommend
to the Committee that attention be given to the subject.

My own view is that, for the long run, we have to choose between some direct
form of intervention in the wage/price process, and an indirect form. Direct
methods could run the gamut from very moderate intervention, such as toothless
guideposts. to quite rugged approaches. such as compulsory arbitration. Indirect
methods might take the form of tax penalties for destabilizing wage and price
behavior. I have taken the time of this committee too often in detailing proposals
of this sort to venture a repetition. I would simply say that these tax devices can
be cast in numerous forms and that this may increase their appeal. In the in-
terests of a free market economy and of keeping the Government out of wage and
price setting, I believe that the indirect approach, if an acceptable version can be
found, is much to be preferred.

Chairman Proxamre. I thank all of you gentlemen.

I would like to ask you gentlemen to give me the arithmetic again
before I get into other questions with respect to growth and on unem-
pleyment.

As I understand, Mr. Hymans, you estimated a growth of about
$90 billion in GNP, Mr. Okun about $95 billion, and Mr. Wallich about
$85 billion. .

The unemployment ficures were about 5.3 for Mr. Hymans, 5.4, I
think, for Mr. Okun, and Mr. Wallich

Mr. Warricn. T would like to get away from the overall average. I
would much prefer to go to the married males rate, if I may, and that
Iwould see at about 3 percent.

_ Chairman Proxare. What does that mean? You don’t think it is as
Important, but what would you see?

Mr. Warricn. The relationship is not precise. It means overall in the
range of 5 percent to 5.5 percent, but I have not been able to establish a
permanent relationship of those numbers.

Mr. Hyaraxs. I can give a comparable figure, if you are interested,
that goes along with our forecast, which is 5.3 percent for the fourth
quarter of 1972 in the aggregate unemployment rate and that goes
along with 3.6 percent in the same quarter for males 20 and over.

Mr. Warricn. This is a different category.

Chairman Proxaire. So it would go down to around 5 percent ?

Mr. Hxaraxs. This is not all males. This is males 20 and over.

Chairman Proxarre. Married males would be less than males?
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Mr. Warricu. Married males is 3.4 percent and 20 and over is 4.4
percent.

Mr. Hynraxs. Our forecast for males 20 and over would be 3.6 per-
cent in the fourth quarter.

Chairman Proxame. My alert staff points out that married males
was 3.0 percent in January. That is not much of an improvement.

* Mr. Warrica. That rate has risen more recently than the overall rate.

Chairman Proxmire. You are not looking to any unemployment de-
crease at all? It was 3.0 in January of this year and you say it will be
3.0 at the end of the year. Where 1s the improvement?

Mr. WarLicu. It is now 3.4 percent for married males.

Chairman Proxmire. Let me get into something else right now and
we will come back to that. It seems to me on the basis of any reasonable
estimate of the labor force increase, any estimate of the productivity,
and any estimate of any increase in hours per week—and we are now
looking at 1971 being the lowest hours per week worked since the de-
pression year of 1938, 37.0—on any basis of estimating it seems to me
you will have a very difficult time with the relatively anemic growth
you project of reducing unemployment at all.

Take the arithmetic and work this out for me, starting with Mr.
Hymans. If you have a labor force increase of, say, 1.5 percent, if you
have a productivity improvement of 4 percent, if you have the hours per
week increased by a half hour a week which would be a fairly substan-
tial increase but still in line with what we have had in recent reasonably
good years, doesn’t this add up, on the basis of your projections to no
improvement in unemployment?

Mr. Hysrans. If T take your figures and add an output increase of
about 614 percent, which is our output increase from the end of 1971 to
the end of 1972, there is still room from improvement.

Chairman Proxmire. Not much.

Mr. Hymans. Well, we don’t have much. We have it going from the
present 6 percent down to 5.3 percent.

Chairman Proxmire. That is much more than I thought you would

et.
s Mr. Okun.

Mr. Oxun. I think 4 percent is a rather high side estimate for output
per man-hour on the total GNP basis. We normally cite productivity
figures which are associated with the private sector, and they tend to be
higher partly because of the way we measure productivity in the public
sector.

Chairman ProxMIre. Productivity increased on that basis 3.6 percent
in 1971, is that correct ¢

Mr. OxuN. Yes. :

Chairman Proxare. And Mr. Hymansestimates 8.9 percent for this
coming year. :

Mr. Hyaaxs. 3.9 percent is for the private nonfarm sector in 1972
compared to 314 percent in 1971.

Chairman Proxarre. That would bring it up to 4 percent.

Mr. Hyaans. But you would have to knock about a point off that
once you put in the sector in which you and I are employed.

Chairman Proxmire. Go ahead, Mr. Okun.

Mr. Okun. It is precisely because the public sector does not generate
productivity increases. State, local, and Federal employees bring down
the average productivity gain when you apply it to total GNP.
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You are pointing out correctly that there is some room for uncer-
tainty. I think I would still put my nickel on the proposition that a 6-
percent rate of growth of output if we get it, will create some down-
ward drift in the unemployment rate over the course of the year.

It may take a microscope to tell that it has happened until late in
the year, but I suspect that it will be happening. It will be in the right
direction although at the wrong rate of change.

Chairman Proxatre. Mr. Wallich. .

Mr. Waruica. I, too, would think that 4 percent productivity for
the whole economy, while fine if we could get, is very high. I can’t
say anything meaningful about hours.

On labor force, I have been looking at the percentage of people who
are Jooking for a job.

Chairman Proxare. Four percent isn’t really that unprecedented
or unusual, is it ?

Mr. WarLica. Three percent long-term I think is the average.

Chairman Proxmire. This is supposed to be a recovery period.
Nearly everybody who has appeared before us has indicated they are
optimistic about productivity. They say this is the heart of being suc-
cessful, that we are going to improve our standard of living, that it
has to be increased, and we have to find incentives for meeting it. You
still would say it is not going to be very much above the long-range
productivity growth?

Mr. Warrich. I would think with the growth of services and with
the relatively moderate expansion and a not very zippy expansion, it
is not likely to be much above long-term average. I am impressed by
the high proportion of people who are looking for a job without having
lost a job. I have not pursued these figures back into the past, as Mr.
Okun has in his testimony, but T am impressed by the fact that the
number of people who are looking for a job because they lost their job
is still less than one-half.

Chairman Proxmire. It has greatly increased, though, since 1969.

Mr. WaruicH. Percentage-wise, yes. But it still seems to say that a
large number of people are looking for a job in a rather vague way.
That seems to be what one sees as one talks to people, at least aca-
demics. Everyone thinks he ought to be working and it turns out when
the job of the husband is safe again, then the intention of working
disappears.

I suspect this may press against the high rise in the labor force.
Without being able to say anything very firm, the 1.5 percent increase
in labor force strikes me as possibly on the high side, too.

Chairman Proxyire. We just had a very large number of admin-
istration witnesses appear before the committee and they have all given
the argument that there has been a change, relying on the Perry thesis,
that there has been a significant change in the makeup of the labor.
force, and we have to make adjustments.?

I think Mr. Okun’s emphasis this morning is very, very welcome. It
goes right to the heart of it. What the dickens are we talking about?
The fact that somebody is black or female shouldn’t really have any
bearing on whether they are employable. It is the degree of education,
the degree of training, the degree of specific skill they have. It is
higher now, not lower than in the past.

1 See also article entitled “The Unemployed : Who, Where, and Why,” beginning on p. 376,
pt. 2, these hearings.
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There is one other element, of course, and that is discrimination
against females and against blacks. This is something we are making
progress on. Senator Javits is leading a very gallant fight on the floor.
We still have a distance to go on that, but it is certainly better
now than it was 10 or 15 years ago by far.

So if we pack that into the equation, recognizing we have more
people with less discrimination, more people who are skilled, more
people who are trained, more people who can do the work, it seems
to me this notion that because there are more women or more teenagers
isn’t really as compelling. The 18-year-old today is likely to be better
educated, more skilled, certalinly, than the 25-year-old, the married
male, of 20 years ago. I think that is easily demonstrable, isn’t it?

Mr. Warrica. There are other factors, Senator. We have minimum
wage legislation, which works against teenagers more than it did in
the past when the rates were lower. We have nondiscrimination legis-
lation which, however desirable, will also contribute to female unem-
ployment. As against the greater schooling of teenagers, which is cer-
tainly a fact, isn’t there a more demanding job structure? So while
labor force quality has improved, the level of preparation needed has
also increased.

Chairman Proxyire. If you put emphasis on that, you certainly
‘have something, that is true. But by and large, there is the notion that
;somehow women, teenagers, and blacks don’t have the skill or education.

I would like to ask each of you to comment briefly on the Govern-

‘ment as the employer of last resort. We have had a lot of debate on
the guaranteed annual income approach, welfare reform. I think there
is far more support in the country and the Congress for the notion
that we have a substantial number of people who need work and
can’t find it and the Government has an obligation some way to find
jobs.
. Should we do it through a massive public service employment pro-
gram or through a program that I have been proposing, just hiring
100,000 people a month until we get unemployment down below 5
percent, that direct, that specific.

Mr. Hymans. I agree with the statement that there is an obligation
on the part of Government. I am not sure that obligation should be
fulfilled through the job route rather than something like the guar-
anteed income route.

I have no particular qualms about any policy which would identify
useful employment opportunities in the public sector and employ
people who need jobs in such tasks.

In the absence of such a demonstration, however, I would prefer
an income route rather than an employment route because I think
with the income route the economy as a whole would be better able to
provide the job opportunities rather than have a lot of make-work
projects set up in the Federal sector.

Chairman Prox»re. Mr. Okun.

Mr. Oxux. I would favor further accelerated action in expanding
the public service employment program and, indeed, developing the
Government as a last resort employer concept.

Mr. Hymans has pointed to an important question; if you are pre-
pared to alleviate the human cost of unemployment, can you get some-
thing efficient both to the society and the worker by putting him to
work rather than by giving him an unemployment check.
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I suspect that the answer is that a well designed program can cap-
italize on his availability to do something productive and can also
provide him with experience and training. But we ought to keep our
cye on that ball to make sure we get something out of the program.
It would be foolish to have people come to work merely to collect a
paycheck. We can just as easily pay the unemployment benefit.

Over the longer run the major emphasis of such a program should
be on people who would be left behind rather than those who would
normally be fully employed in a full employment world.

The main emphasis from where we are today ought to be on creat-
ing stronger markets to strengthen the incentives and the desire for
private employers to take on additional workers, because much of the
submerged part of the iceberg that I talked about—the opportunity
to climb career ladders, the oppmtumty to move up to better paying
jobs—depends upon the vigor of the private economy and the gen-
eral state of firmness in the labor market. I think that is agreed wpon
by everybody who proposes and promotes the objective of some kind
of public service employment. It should serve as a transition in the
short run, because we can’t get unemployment down fast enough, and
as an effort to deal with some of the harder core problems in the
long run.

Chairman Proxarire. Mr. Wallich.

Mr. Warrica. My preference would be for training, aimed particu-
larly at teenagers. This training would imply that they achieve the
status of being employed. Public service jobs, I think, yes, and expan-
sion of that program, if necessary, provided it is temporary.

I would not like to see public service jobs of this kind converted into
a permanent form of employment.

The bulk of the effect has to come from an expansion of the econ-
omy. We are not talking about absorbing 2 percent unemployment
by these routes. But at the teenage level a very substantial number
could be involved in these programs.

Chairman Proxmige. I think a terrible weakness of our training
program is that they are not being trained for the right jobs.’

Senator Javits.

Senator Javrrs. I would like to take that up because it is one of
the things that interests me most about the presentation. You all
agree that governmental stimulus for employment is essential, the
minute you accept the proposition that decreasing unemployment is
not necessarily a condition precedent to the improvement in the eco-
nomic health of the country. Do I understand that that is your thesis?

Mr. Warticn. If T understand you correctly, Senator Javits, an
inerease in employment or a reduction in unemp]ovment"

Senator Javirs. A reduction of unemployment is not a necessary
condition precedent to a continuance of the economic improvement
of the country.

Mr. Warnicr. My view on this is that unemployment will be re-
duced this year, and as a result of the growth of GNP somewhat above
its long-term trend, we will get this improvement. We will not get as
much as we would like. We will have, I think, a good year, good
expansion. So one can say yes, the economy will be prosperous with-
out having fully achieved its employment goals. That would not lead
me to say “that ‘we shouldn’t aim at pursuing the employment goals.
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But I think it is fair to say that the economy will not have at all,
in any way, a depressed aspect. It will be a prosperous economy.

Senator Javirs. Because this unemployment continues at roughly
the 5.5- to 6-percent rate, is that right ?

Mr. WarrLics. I would hope that we would get into the 5- to 5.5-
percent range, and by the end of the year hopefully closer to the
lower figure.

Senator Javrrs. Do you agree with that, Mr. Okun?

Mr. Oxuox. I agree that a rapid expansion, more rapid than the
kind of figure we use for a trend growth of 414- to 4.5-percent real
growth, can be expected to push the unemployment rate in the right
direction, althougzh probably at a slow pace. I suggested that with a 6-
percent real growth during the course of this year, 5.4 percent would
be my point estimate of unemployment for the fourth quarter. That
is not as large an improvement as we ought to have, nor as we could
have, if we were willing to augment the recovery with specific job-
creating efforts.

Senator Javits. I might as well state my purpose to see if we are
thinking together. The reason for reducing unemployment is not
because 1t is an absolutely indispensabie condition to the resumption
of recovery or to the continuance of the recovery, but rather that it
is socially essential.

Are we agreed on that? In other words, you can have a good re-
covery even if you don’t reduce the unemployment rate outside this
range, but you should reduce it because of the social consequences of
not reducing it.

Mr. Oxux. I don’t think that the kind of recovery that would not
reduce unemployment would be called a good recovery, except perhaps
in political speeches. We have never had an occasion where the econ-
omy moved ahead rapidly without bringing unemployment down. We
have never had a situation where the economy moved sluggishly with-
cut eventually bringing unemployment up.

I continue to be impressed that, despite all the structural changes,
unemployment remains a very good indicator of the general state of
economic activity. The social consequences, in my view, really re-
-inforce the general conclusion that an economy with high unemploy-
ment is not only socially unjust and oppressive, but also very wasteful
and ineflicient. :

Senator Javirs. Mr. Okun, what I am reaching for is this: If it be
a fact that something new is happening, to wit, greater automation,
and so forth, and which reduces the need for this size working force,
should we not, therefore, direct ourselves toward governmental action,
which is what I believe in, such as effective manpower training, plus
a job at the end of the road ?

I think the opportunity industrialization centers have done the best
job on that, far better than Government or public service jobs in order
to take up the unemployment slack. Why are we kidding ourselves in
trying to move a mountain in order to achieve these results which are
-marginal in numbers, 80 million employed and 5 million unemployed,
and spending oceans of money, when 1 billion, 2 billion, or 3 billion
intelligently directed can do far more to stimulate the economy ¢ That
is what I am asking you.

Mr. Okuw. I would agree with a lot of the conclusions but not with
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the premise. I see no evidence that anything drastic has happened to
the basic relationship between the demand for goods and the demand
for labor. .

If employers find strong markets for their goods, they will, after
a time, turn around and generate strong demand for additional
workers. They will provide incentives for promotion and for better
jobs. Consequently, the basic way to stimulate job creation is to move
the mountain. '

One of the reasons for moving the mountain is that it yields a
tremendous payoff. For example, $75 billion of output last year was
sacrificed through the idleness of men and machines. This country is
not so affluent, at least in its provision for some of its priorities, to
take that sacrifice lightly.

Added demand to insure full recovery would have a huge payoff
in the form of more production and more incentives for investment
and technological advance. The best way to strengthen productivity
this year is to create more demand for goods and labor.

Senator Javrrs. Isn’t it a fact that it is charged by our friends, many
of our friends, in labor, that if we increase productivity we are going
to cut the number of workers, because we are going to automate and
increase productivity at their expense?

Mr. Okuxn. Every time the unemployment rate is stubborn because
the economy is sluggish, we hear about the terrors of automation. I
can give you quotations from 1961, 1962, and 1963, arguing how im-
possible it was to generate full employment because automation made
labor expendable. Labor is still essential to the productive process,
and when the economy gets moving, jobs get created.

" I suspect we will find exactly the same thing happening?r this year.
But it is essential to speed up the process, because we can’t move the
mountain all at once. But the basic connection between full prosperity
and full employment remains a terribly important factor, which de-
serves recognition in our longrun thinking about the economy.

Senator Javrrs. Mr. Wallich.

Mr. Warrica. It seems to me we have to recognize that some changes
in the structure of the labor force have occurred. To say 4 percent is
full employment just as it always was does not recognize the situation
today. Furthermore, there is really no particular sanctity to the 4-
percent figure even if it were equally achievable as before. It is arrived
at on the basis of all kinds of conventions, an 8-hour day, time and
a half for overtime, and so on.

If we were greatly concerned about the level of production we could
change all those things. We could work longer, we could remove over-
time premium. Employers then would hire people for more overtime.
I think we make a mistake in focusing on this loss of production as
something foregone.

T would much prefer to say that there is a loss which we cannot
define. The principal problem is the social one of having a million or
two people who are unhappy and for whom something needs to be
done. This is a changing group of people, of course not always the
same.

Senator Javrrs. Mr. Chairman, my time is up, but I think Mr.
Hymans would like to respond.
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Mr. Hyaaws. I think, Senator, answering your question in terms
solely of demand and employment is probably the wrong way to go
about it. There is no doubt at all that from a purely physical point of
view, with enough stimulation of aggregate demand, we could get the
unemployment rate well below the 6 percent it is at now, well below
the 5.3 T have forecasted for the end of next year, well below 4 per-
lc{ent;, the old target. Whether we could get it below 2 percent, I don’t

NOW.

But that is not the question. It is not the physical relation between
output and employment that is solely relevant in answering this
question.

There is another aspect which is left out when the question gets
answered in that way. That is the question of what you are willing to
pay in terms of inflation. If you want to say that we can get down to
4 percent, but that would involve more inflation than society is willing
to tolerate, then you have to do a great deal more on the training
aspect, of things in order to produce a less inflationary consequence
or accompaniment to the 4 percent unemployment rate figure. I think
you can’t answer this question solely in terms of the physical relation
between output and employment because clearly we can get the un-
employment rate down to a third of what it is today, if we are willing
to pay the price of the accompanying inflation.

So it is inflation which is at the heart of this issue. I think it is also
quite easy to delude ourselves regarding what it would mean in terms
of the inflation rate if we used aggregate demand measures to obtain
a 4-percent unemployment rate by some realistic, orderly process.

I think we didn’t get there by a realistically orderly process when
we were down in the 3.5 to 4 percent range a few years ago. I think we
got down there as a result of horrible blunders in stabilization policy,
and as a result we generated a tremendous inflationary spiral which
we are paying for now and trying to get rid of now.

I think it is possible to get rid of that, and I don’t think we should
extrapolate the kind of inflationary rates we experienced 114 to 2
years ago as necessary accompaniments of reducing the unemploy-
ment. rate by some orderly process of stabilization policy in the future.

Chairman Proxaire. Mr. Okun’s response to Senator Javits indi-
cated that we shouldn’t have the feeling of apprehension about auto-
mation in productivity. I want to say that there is nobody in the
years that I have been in Congress on this committee who has worked
harder and more effectively to provide legislation that would encour-
age improved productivity and improved automation, and so forth,
than has Senator Javits.

I think he recognizes, as we all should, that this is the very heart
of improving our standard of living. I am sure Mr. Okun recognized
that.

Congressman Reuss.

Representative Reuss. Thank you, Mr. Chairman. I will be brief
with these wise men before us.

Mr. Wallich, T was delighted to hear you say as forthrightly as
vou did that, “The first and foremost conclusion to be drawn from
this situation”—meaning the unemployment situation—is to take di-
rect action to reduce the incidence of unemployment, particularly
among the teenagers and women.”
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I think you are the first Republican economist to recognize this
truth and I congratulate you for saying to so forthrightly. I am a
little disappointed that when asked what we do about it, you say your
preference is for a massive job training program. Haven’t we been
down that road for the last 5 or 6 years? Isn’t it simply a frustrating
thing for the unemployed to be given job training and there is no job
at the end of the program? Isn’t the important thing the making of
jobs, not that we need to dump our training programs, of course?

Mr. WarLicH. The analysis of the causes of unemployment includes
as one possible cause the mismatch of the structure of skills to the
structure of jobs. I would think since the structure quality of jobs
tends to keep going up, training will be helpful and is important.
This 1s one aspect.

Another fact is if you can give these young people a steady and
long training period, you reduce unemployment. Just as the unemploy-
ment of young people is reduced by students being in college, so the
unemployment of these people would be reduced by being in a train-
ing program.

But there are people who have done much more detailed work on
many phases of what can be done. One comes down, as Charles Holt
of the Urban Institute has done, to a whole structure of different pro-
grams. I don’t necessarily agree with each detail of this, but it is an
oversimplification to say that the whole problem of youth unemploy-
ment should be handled by one massive training program.

Representative Reuss. We have 5,200,000 unemployed. Have you
5,200,000 jobs so that we can cure this mismatch? I honestly think
all you have 1s very, very few jobs that are now going begging for
want of an applicant to take them. How many do you think we have
now? 100,000

Mr. Warrnicu. I thought in terms of a training program for maybe
800,000 people. This would bring the rate of unemployment down by
something like 1 percent.

Representative Reuss. What do these poor fellows live on? Are
you going to pay them $6,000 a year while training them?

Mr. Warricu. I hope not quite. They are young. Some of them can
live at home. I realize training programs are not cheap. Clearly, jobs
need to exist and be created. I would think as a result of a better pre-
pared labor force you can have a lower unemployment rate in the long
run. That means more expansion and over the years, certainly, faster
and longer expansion than you are going to get without giving this
preparation to the labor force. '

I didn’t mean to say that the economy should just go on at its
present level of activity, or growing only at 4 percent per year.

Representative Rruss. Mr. Wallich, you spoke of certain disin-
centives to employment. I think you mentioned the minimum wage
and I think you mentioned welfare. Do you consider our unemploy-
ment compensation system a disincentive to employment?

Mr. WarricH. In the technical sense, Congressman Reuss, I think
one has to say yes. That is not to say that I am against unemployment
compensation, but one has to recognize that it does increase the thresh-
old at which an individual will seek work.

There are many things that reduce incentive—greater welfare,
greater family income, the ability of teenagers to live with their
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families. All these things make for more unemployment. In some
instances one can perhaps say that some of the unemployment is not
always bad, such as the fact that the teenager can now look at dif-
ferent jobs rather than take the first thing that comes along. But
I favor extended unemployment compensation and I favor a high
rate of unemployment compensation so that if we throw the burden
of stabilization policy partly on this group, which is, of course, a
revolving group, they at least would be compensated for that.

Representative Reuss. I would ask Mr. Okun or Mr. Hymans
whether they believe the compensation program can lead to greater
unemployment, can act as a disincentive?

Mr. Hymaws. I think surely it can, in theory, lead to greater un-
employment, for the reasons that have been mentioned, but on balance
I can’t see how one could realistically assign any greater unemploy-
ment to the existence of unemployment.

I think by far the greatest impact of unemployment compensation
is to keep a weak economy from going down as far as it otherwise
would by keeping demand up and, therefore, shortening periods of
unemployment.

I think its importance as a stabilizer of the economy is far greater
than its importance as a threshold effect in terms of increasing
unemployment.

Representative Reuss. Would you agree with that, Mr. Okun?

Mr. Oguw. Yes.

Representative Reuss. Mr. Hymans on the timing of budget ex-
penditures made quite a point of the enormous increase in expendi-
tures, something like $20 billion as you go from 1971 into 1972. Mr.
Hymans pretty much indicated opposition to this enormous, sudden
rush of expenditures and its tapering off later on in 1972.

The general point 1 got out of Mr. Hymans’ observation was that
the administration was sort of doping the race horse, giving it a
needle, and the race horse would dash madly on for a few furlongs
but then collapse along about November 8th.

Mr. Hymaxs. I stopped short of saying that.

Representative Reuss. Mr. Okun, on the other hand, if T read him
right, advocates giving the horse an even greater shot right now.

Can’t I stir up a little argument here, gentlemen? Maybe Mr.
Okun first.

You do suggest, in addition to everything else, a tax credit of $100.
How much would that put into the spending stream ?

Mr. Oxuv. $5 billion or $6 billion.

Representative Reuss. How do you answer Mr. Hymans?

Mr. Okux. I am not concerned about overstimulation in the near
future. There are valid concerns about whether the ambitious targets
for expenditures that the administration has now set are feasible and
whether they can be carried out efficiently. But I see little basis for
concern about the possibility of overstimulation in the near term. Even
the targeted expenditures would not create—in the Michigan model
or any other forecast—a runaway boom.

It 1s the change of pace that is the central issue. It is taking off
the stimulants that by rapidly getting up to a high rate this spring
and then having to level off abruptly in fiscal 1973. That seems to pro-
duce the dangers that the Michigan model sees that the economy may
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poop out, as it were, somewhere along the line in late 1972 or early
1973.

There are some real questions about the desirability of taking a
given amount of ammunition and shooting it all oft in the next few
months. It is not clear why we are limited to any particular quota
of ammunition. But this kind of ammunition does not have a social
cost in and of itself. Of course, we should be heading toward a less
stimulative fiscal policy sometime in the future. Dut for the near
term we should surely maintain a degree of fiscal stimulation that
1s well above average. ) )

I might say that I think a better designed package of stimulation
last fall might have given us more stimulus with less misleading or
perhaps frightening budget deficit estimates.

Representative Reuss. Thank you. My time is up.

Chairman Proxyire. Let Mr. Hymans reply also.

Mr. Hyaraxs. I can reply very briefly, since Mr, Okun pretty much
said what I would say. I don’t mean to imply that the increase in
spending at the present time under the official budget is overstimula-
tion from the point of view of the need for getting the unemploy-
ment rate down and a more rapid growth of GNP. I think it is an
nefficient use of funds. I don’t think it will produce as much as you
would get for that much extra spending if you spread that extra spend-
ing out a little better.

I think the push-pull kind of pattern that is in the budget is very
wasteful as an approach. You can’t get all that much more produc-
tivity growth out of this rapid shot of stimulation in the short run,
but you can retard it a good deal after the end of 1972 by slowin
the economy. I think that is going to be the effect of this. You wil
not be as well off, though. For a short time you will get indicators that
Wii! look a little better but they will not last under this kind of budget

icy.
poRepresenta-tive Reuss. They would last, however, through No-
vember 8%

Mr. Hymaxs. Give or take a short amount of time, yes.

Chairman Proxymire. Congressman Brown.

Representative Brow~. Your forecast of the GNP in 1972, Mr.
‘Wallich, is $1,182 billion. That is about $15 billion lower than the
Council of Economic Advisors forecast. The difference is more than
one percent, of the overall figure. I think it might be considered sig-
nificant. What real growth do you project in 1972 and what inflation-
ary growth? How do you break that out?

Mr. Warrica. About 5 percent real and about 3 percent prices.

Representative Brown. Your 3 percent is about in line with the
Council of Economic Advisors. .

Mr. Warricu. I feel frustrated at trying to project decimals. If

ou figure out what the $85 billion increase amounts to, broken down

tween price and real increases, it is either little more real growth
or a little more price increase. I would prefer to say 5 percent and
3 percent.

Representative Browx. Let’s talk about the growth part of it. Which
sectors of the forecast you made are lower than those the Council
of Economic Advisers made, and why 'do you have these variations?

Mr. WarpicH. It takes very little to bring about a difference of $10
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billion, for instance. The difference is $13 billion, actually. If you as-
sume $1 or $2 billion less on inventories, which I think is plausible be-
cause with the ending of inflation one reason for carrying large inven-
tories disappears, and if you are a little

Representative Browx. The inventories are not exactly on the high
side now, are they ?

Mr. Warrich. They have come down relative to the Vietnam period,
but over the long trend they are still high relative to pre-Vietnam. I
realize during a period of expansion it is usual for inventories to grow
more thau the cconomy, but I would suggest, Congressman, that argu-
ing about $1 billion or $2 billion of inventories, and, likewise, $1 billion
marginally of plant and equipment, and $1 billion State and local

“spending, which is where I get my less optimistic estimates, is arguing
:about things that we really lack the instruments to be precise about.
Yet when you take $3 or $4 billion off these nonconsumption expendi-
tures, and when you apply a normal multiplier, and therefore take two
or two and a half times that amount from consumption, you end up
with a reduction of the order of $10 billion or a little more in the esti-
mate. The surprising thing really is not that the difference is large.
The surprising thing is that with the margin of error so great the fore-
casts all come out so close.

AsTsaid earlier, the reason for that is that they make countervailing,
different assumptions about the components. If you take the pessimistic
components and the optimistic components and apply the same multi-
plier, the spread between the high and low forecasts becomes wider.

Representative Brown. Are there any things in the administration
prediction with reference to Federal programs, which you assume are
mcorrect or are not a fair assessment for what may be done or accom-
plished ?

Mr. Hymans. What T have done is to look at the preliminary data
that now exist to tell us half of fiscal 1972 already. We know what the
spending rates are there. We can project what is being asked or sug-
gested in addition to that. Once I do that, T come up with a residual
which I can’t explain. T don’t know where that spending is going to
come from. I don’t know what programs they are going into. I am
just not sure what it is. I have some $2 billion or more in budgeted
Federal expenditures for fiscal 1972 that T can’t account for. I made a
forecast allowing those to be spent some place, though I am not quite
sure where or on what programs.

Assuming that they get spent. then vou have the kind of scenario 1
have in table 4, attached to my statement, comparing my forecast with
what would be implied by the official hudget. But I can’t see where that
money is going to be spent, and I can’t see how it will produce efficient
results, in terms of how much you are going to get for that money
being spent.

Mr. Oxun. T hesitate to compete in the forecasting field. There was a
day when I took my forecasting very seriously and thought of myself
as a worker in that area. One of the pleasures of private life is that I
haven’t had to put together a comnlete worksheet. In my basic thinking
about the year, I have been willing to assume that the administration
would achieve its spending targets with one possible exception, namely
revenue sharing. A reasonable legislative assumption would be that
the funds allocated to revenue sharing will not occur during the first
half of this year.
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Representative Browx. In your testimony you certainly take a good
strong stand for revenue sharing. T assume, then, that is a criticism of
what? The Congress for not moving with more dispatch on revenue
sharing? Your statement says that you support the committee in its
approach to revenue support grants being tied to the cyclical nature of
the economy. Of course, we have had that proposal for revenue sharing
kicking around for 2 years. If we had some revenue sharing authority,
I suppose that the Federal Government could move rather rapidly in
this field and local governments might be stimulated accordingly to
move in the field.

Is this an area that you would like to see the Congress move more
rapidly in ?

Mr. Oxvun. The issue of revenue sharing, while it has been around
for a long time, is a complicated and difficult one, and I must confess
that I don’t have a comprehensive definitive view on it. It is quite dif-
ferent from the cyclical revenue issue.

In terms of the question of whether more purchasing power would be
put into the economy this year by enacting permanent revenue sharing,
the answer is clearly “Yes, it would.”

Mr. Hymaws. Iagree.

Representative Browx. If you had it so that at least the faucet could
be adjusted on a fiscal year basis, within that fiscal year, as to what
you could do, and if you had a bad beginning, pumping out Federal
revenues could move a little faster, could they not ?

Mr. Hyaaxs. Yes.

Representative Browx. On the other hand, if the economy was being
stimulated too rapidly, you might slow it down some, simply by ad-
ministrative distribution of funds.

Mr. Wallich, what did you anticipate with reference to revenue shar-
ing and one other field which is quite large, in which the Federal Gov-
ernment has fairly tight control, military spending, defense spending?

Mr. WarLicm. One has to recognize, I think, that there is a mechani-
cal relationship between the administration’s decision to ask for a
certain thing from the Congress and its need to assume in the budget
that Congress will do it on time. The political judgment that may
raise questions about that sequence of events cannot go into the budget
projections. The maker of the projections is a prisoner of his assump-
tion. He may well be skeptical of the speed with which revenue shar-
ing may be enacted. If so, that will have its reducing effect on the speed
with which the money can get out.

Representative Broww. 1 just want to summarize that comment.
Aren’t you saying if we do not pass revenue sharing we overlook one
rather significant method for stimulating the economy? Do you all
agree on that? And doing it on a continuing and controlled basis.

Mr. Hyaans. But there is no reason to assume that a revenue shar-
Ing program is automatically going to be a stabilization program.

Representative Brow~. We can assume it if it was used wisely. Mr.
Wallich calls for legislative-executive partnership, tying it to the
cyclical nature of the economy. I think it is just as well to assume that
as it is to assume a legislative-executive partnership of any kind.

Mr. Hyaaxs. T agree. If it is used that way, fine. It is not obvious
that that is the way it has to be used. It is quite possible to foresee
that there is an assignment of funds for revenue sharing and that as-
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signment of funds is going to take place in the short run regardless
of whether the economy 1s overheating or whether the economy is
depressed.

Representative Browx. T guess really the point I am trying to get
to is whether or not we wouldn’t have been a lot better off right now
if we had had revenue sharing passed last year. Would you concur
in that?

Mr. Warpics. I would.

Representative Browx. Mr. Hymans?

Mr. Hymaws. I think having that as enabling legislation which
might have been used appropriately, and if it had been, we would
have been better off.

Representative Brow~. Mr. Okun ?

Mr. Orux~. Assume all the actions that the Congress in fact took and
add revenue sharing to them and you would have a better economic
outlook today. Of course, one could make the same statement about a
number of other types of stimulative measures that could have been
taken or could have been taken sooner.

Representative Browx. My time is up.

Chairman Proxamire. Mr. Wallich, I would like to refer you to the
Bureau of Labor Statistics release dated February 4. In their table
A-3, Major Unemployment Indicators, married men is 8 percent for
January 1972, seasonally adjusted rate. .

Mr. Warricra. Then 1t has fallen by 10 percent since December. It
must have been revised for December. I am relying on economic
indicators which showed 3.3 percent for December. What this shows
is the considerable looseness of the relationship between the overall
rate and the married males. It also shows, apparently, that employers
are hiring and moving into the skilled market, that these people are
being called back.

Chairman Proxyire. I do this because you made your fundamental
forecast on unemployment of married men at the end of the year being
3.0. Would you like to revise that ?

Mr. Warricn. I think so. As I say, the relationship is loose but it
might be that we could do somewhat better and get down to 2.7 or
thereabouts. :

Chairman Proxmire. Mr. Hymans, you think the administration
budget pattern is neither likely nor desirable. You responded in part
to this. When you put the official budget estimates in your model you
get a decline in real growth rate by the end of the year. This would
not be desirable with unemployment still above 5 percent. You say the
administration wants to step too hard on the accelerator and then wants
to slam on the brakes. Are you saying they should step hard on the
accelerator and keep their foot down ? _

Mr. Hymans. I think there is room over the horizon of 18 months
from this point for a very stimulative policy. '

Chairman ProxMIRE. Are you saying also they will have their foot
on the floor anyway because they can’t spend money as fast as they
say they are going to spend it in the first half? Are you saying that?

Mr. Hymaxs. Yes. I believe that the budget that we have put into our
forecast, shown on table 1, attached to my statement, seems to be, to
me, a more realistic projection of what the Federal budget is actually
going to look like. '



307

Chairman Proxatge. I am not so sure. We have had President Nixom
and President Johnson—we have had people who are expert spenders.
Every President seems to be a bigger spender than the one before.
When they want to spend, it seems to me that they can find ways of
getting this money out, especially when they come up for election in
a few months, Why can’t they spend the money ¢ What is there, if they
ask for the budget and the Congress gives it to them? They have
enormous authority to spend now.

Mr. Hymans. There are several aspects of that. One is that even
if they succeed in spending it, a good deal of it is going to come through
.grants and that doesn’t mean that it is automatically going to get.
spent at the same rate out the other end on the State and local side. I
don’t think that the kind of grant speedup that is implied over the
period of the first half of 1972 is going to make all that much

Chairman Prox»re. We have an unusual situation now, I think even
more likely to provide for spending than in the past. State and local
governments have cut back at a time when they would like very much
to hire. Under these circumstances, with many people coming up for
election in 1972, not only the President but Members of Congress,
Governors, State legislators and others, isn’t there likely to be a will-
ingness to get that money in the spending stream?

Mr. Hymaws. I don’t think it 1s a matter of State and local govern-
ments cutting back in the absolute sense.

Chairman Proxartre. After, all, our country is bigger and our re-
sgpo?sibﬂities are bigger. State and local needs are greater than ever,

y far. -

yMr. Hymaxs. I don’t believe it is true that State and local spending:
over the past year has risen significantly less than it did the year be-
fore or 2 years before that. There still is a need, a desire, for more
rapid rates of spending on the State and local levels, and I think that
the grant proposals as in the official budget would lead to that. I am
saying it will lead to it very slowly and you are not going to get very
much more stimulus in the short run than if you just phase those
grantsin a slower fashion. :

Chairman Proxaire. You are concentrating your response on grants
and that is only one phase.

Mr. Hyaraxs. But that is a very big part of the acceleration fore-
seen in the budget.

Chairman ProxMire. We have a big acceleration in some aspects of
defense spending, for example, and that is wholly within the control
of the administration:

Mr. Hyarans. And that part of it T have left in.

Representative Browx. How do you have it in ¢

Mr. Hyarans. If you look at table 1 attached to my statement, you
will see my estimate for national defense spending for fiscal 1972. The
figure I have in there differs very little from the official figure. It is
practically the same figure. There is also practically the same figure
on nondefense purchases for fiscal 1972. The major difference comes
in the grant program.

Chairman Proxyre. Mr. Okun, I would like to get to the composi-
tion of spending. The administration wants to step up defense spend-
ing, as indicated. From the Economic Review, is that a desirable way

76-150—72——4
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to create jobs? There may be a strong case, but it should be the pre-
vailing way.

What I am getting at is the argument that once you move it is very,
very hard to turn it off. You have started with a program, whether 1t
is the B-1 bomber, an aircraft carrier, and it gets bigger and bigger
and becomes almost uncontrollable at a geometrically increasing rate.

Mr. Wavrticu. There is a question on the content. On the timing,
I think that tax changes are preferable to expenditure changes because
they can be enacted faster. I would prefer in that case, however, not
an mcome tax action but an exeise tax action, something like the in-
vestment tax credit, because that causes people to bunch their spending
during the period in which the tax cut takes place, whereas an income
tax change 1f it is known to be temporary may be treated as a windfall
and may not lead to much additional spending. :

As for the content of spending, we have to make a choice between
the private sector and the public sector. T see with considerable alarm
the way in which the budget increases relative to GNP, but it is fair
to say 1t increases in some highly desirable areas; for instance, social
security, medicare. Those are areas in which one likes to see an in-
crease. When one looks at the broad sweep of the budget I think one
should temper one’s alarm over the expansion of the public sector by
a realization that we are improving the structure of our Government
expenditures.

Chairman Proxmire. Mr. Okun, in the past you have warned us
about the importance of trying to emphasize expenditures which are
relatively flexible, that could be reduced when the time comes. You
have been concerned about the inflationary impact and the tremendous
priority demands we have. How do you react to this budget which
seems to be setting forth a spending program in the future for defense
that will expand ?

Mr. Oxuw. I think this is an important element in reducing the
flexibility that we will have in 1973 and 1974. Because obligational
authority outpaces expenditures, it certainly builds extra expendi-
tures into the future budget. That makes it more difficult to provide
for other programs, avoid tax increases, and still attain the kind of
responsible budget that we ought to have, which ought to begin to
shift toward less stimulus and ultimately toward restraint.

We should be looking forward to taking our foot off the gas and
gradually applying the brakes as the economy picks up speed. It is
precisely for that reason that we do need flexibility. Devices like the
automatic triggers on unemployment extended benefits and the public
service jobs program are highly desirable, while the advance commit-
ment to rapidly rising procurement in the defense area can create
fiscal problems for the future.

Chairman Proxmire. T take it. however, that you disagree, based
on what you said in the past, with the recommendations of the CED
hefore this committee ‘and before the country yesterday when they
indicated that we had an overstimulus, that we ought to be more con-
cerned about inflation. That was a kind of unusunal warning. from
that group because it has been a verv liberal, progressive business
group. In the past they have been rather progressive. Does this give
yvon any cause? Tt was a careful analysis by competent economists.

‘Mr. Ogon. T haven’t seen the entire statement. I find it a little
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hard to understand how people can be so concerned about stimulus in
the near term at the same time that they are predicting an enormous
amount of remaining slack in the economy with respect to both man-
power and industrial capacity over the next 18 months. The budget
position is only one indicator of where the economy is going. A deficit
1s inflationary only to the extent that it means an overheated economy.
No one seems to forecast an overheated economy, yet some are becom-
ing very concerned about the onset of inflation at a time when the
unemployment rate is 5.5 to 6 percent, and when we have the added
protection of a control system.

Tt seems to me perhaps that they are fighting the last war. The
anxieties about inflation have become so great that we tend to forget
the needs and the possibilities for expansion in this economy. Every-
body’s forecast for this year points to a slower expansion than we had
in the good years following previous postwai recessions. Why would
this trigger off extra inflationary pressures, that it represents over-
heating and overstimulus, when the past recoveries didn’t trigger off
inflation? -

We are puzzled about our price behavior in recent years. It has
been less favorable than expected. But I don’t think that gives us a
basis for predicting that the trigger point at which inflation would be
renewed 1s that much more unfavorable than it used to be. Indeed, I
think one could make an argument to the contrary, because the extra
protection against inflation from a wage-price control system. Pro-
ductivity could and would be better, if we had a good strong expansion,
and that would give extra protection against inflation. The nflation
problem will become a very real and very serious threat as we suc-
ceed. But we have just begun to make some progress toward catching
up with the potential of this economy.

Chairman Proxarige. I will refer to the analogy that you gave at
the outset of your statement, about the college bull session. The boys
are talking about an inflationary impact, whether to retire atter you
make the first or second million and so far you have made nothing.

Representative Browx. T would like to make one observation and go
to specific questions. With reference to defense spending as a means
of stimulating the economy and the inflexibility that might apply there,
it seems to me that same application could be made to almost any kind
of Federal spending if the nature of the spending is long term and 1f
in the expansion you make a commitment for an 8-year program, the
purchase of weapons systems or something like that. Then indeed I
would suggest you are tying yourself into a commitment that may
not be wise 1f you want to damp down later.

On the other hand, I would think this same thing applies to grant
programs and local community facilities. It you are going to build a
dam with the money, then you have an 8- or 10-year program. If you
are going to build a Federal building you may have a 2-year program.
Or 1f you are going to do something else in terms of replacement of
plant or research and development programs that last a relatively
short time, that hires people to do that job, it seems to me it is vastly
different than going nto the construction of an aircraft carrier or
some such thing as that.

Would vou accept that codicil to the concern about the defense
spending and the desirability of grants?
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I find some problem why personal tax eredits in a time of high
savings and at a time when our deficit results as much from the re-
duction of tax revenues as from the increase in spending programs,
why more personal tax credits at such a time is a desirable means of’
dealing with the problem of an understimulated economy.

Mr. Oxvux. I made that proposal without much hope that it would'
be taken very seriously at this time, given the congressional legisla-
tive agenda. But I think we would be better off with it for a number
of reasons. One, I feel that we gave too much emphasis to investment
mncentives in the design of last year’s tax package. If I could redesign.
that, I would shift somewhat more relief in the direction to the con-
sumer. There is basically an issue here that affects the longer run sus--
tainability of this expansion. At the moment I am prepared to bet.
that the disappointments in consumer spending in December and Jan--
uary are temporary. But if they should not turn out to be temporary,.
and if we do have the kind of expansion in investment that seems to be:
now programed by American industry, we would have an imbalance..
In that event, which again I stress as a possibility rather than a prob--
ability, the possibility that investment would be cut back in 1973 and
that the expansion would, as a result, be aborted is a risk that one has:
to bear in mind.

One way of getting insurance against that risk would be to under--
write greater strength in the consumer sector. At least, I would hope
that this proposal could be taken seriously as a call for contingency
planning. If subsequent reports on consumer spending continue dis-
appointing, we should be prepared to act to put more purchasing power
in the hands of the consumers.

Representative Brow~. Mr. Hymans,

Mr. Hryaraxs. I agree with the concern for the rate of growth of con--
sumer spending. I can’t help but believe, however, that something
like a tax credit is giving the money to the wrong consumers or the:
wrong potential consumers. There are too many people who don’t
have any taxes against which to give them a credit. These are the
people who are unemployed, who basically are not paying taxes, and
a tax credit is not going to help these people at all. A tax credit will help-
those consumers already contributing to an 8 percent saving rate. I’
would be the last to say that the full $100 will get socked away in the-
bank. Some will be spent. But T think doing it on an aggregate basis-
like that is not taking care of the distribution problem, the alloca-
tion problem, that is really the difficulty here. I would rather see
some way that it gets to those who would really spend the money and
who don’t have the income against which the tax would be a credit.

Mzr. WarLics. In the past we have talked about things as extreme as:
a temporary suspension of income tax withholding as a possible shot
in the arm, and we have come away from that, I think, mostly with the -
realization that this type of money would have a very low expendi- -
ture coefficient. People would tend to sock it away. It would be a very -
expensive way of getting the economy going. If we went the tax cut .
route, which in principle I like, and I liked the original design of the -
investment tax credit for first 10 and after 1 year 5 percent better than
the 7 percent forever, we should aim at a tax that is an expenditure tax.

In other words, something like the value-added tax, for instance-
That would make a good anticyclical measure. Reducing it temporarily
would be an opportunity to intensify purchases. It would be the oppo- -



511

-site of the effect of a tax credit which might be partly squirreled away.
As for the timing, any of these devices clearly are faster than most
-expenditure devices. The best I can say for expenditures, such as a
‘step-up of a long-term program, such as defense construction, is that
something happens to the orders of business long before the money is
-spent by Government. It shows up then in a faster rising inventory
and employment even though the Government doesn’t get the money
-out yet.

Representative Brown. I appreciate that exchange. I must say I tend
to concur with Mr. Hymans’ analysis of the problem specifically at
this particular time. It may have application at other times.

Would you edch speak in the same vein with reference to the mini-
mum wage, a sharp increase in the minimum wage at this time with
reference to the (ﬁstribution of funds in the economy, and to the
-employment of the segment of the economy which is currently the
most greviously underemployed ? Mr. Wallich.

Mr. Waruics. I would regard an increase in minimum wage as very
unfortunate. First, because of the effect on teenage unemployment, to
‘which I think it has contributed. Second, because of a somewhat more
remote effect on the general movement of wages, which we are trying
to slow rather than intensify. Third, because of its effect on interna-
tional competition where we have the problem of competitive prices.
‘One has to recognize minimum wage has really very little to do with
the wages of the skilled labor force. It is more in the nature of some-
thing that limits the expansion capabilities of the unorganized, the
low-income workers. Some have called it a tariff against the industrial
products of the South imposed by the North.

Representative Brown. There is the ripple effect that goes on to raise
the wages of the most expensive employees in a shop.

Mr. Warricu. To some extent it ripples; ves. I would think this is
the last moment at which one should stress a measure like that.

Representative Brown. Mr. Okun. :

Mr. Oxoux. I would agree that there is evidence of an unfavorable
ripple effect on the employment of teenagers. I would think that this
1is not the time to move the minimum wage up, certainly not up sig-
nificantly.

Representative Brown. What would you call significant ?

Mr. Oxuw. Figures like $2 sound pretty significant to me. I think
the minimum wage has some use in the long run as a standard and as
a basic floor. It has a certain desirable effect in creating a known min-
imum in areas where employers have strong bargaining power against
workers, in smaller towns, in less organized labor markets. I think
over the long run moving it up about in step with the average wage
rate is probably desirable social policy. I think a number of priorities
one the legislative agenda for 1972, could help labor and the country
by creating the basis for noninflationary prosperity. This would be
a good year not to act on the minimum wage.

Representative Brow~. Mr. Hymans.

Mr. Hymaxs. I am not sure about the long range effects, but I feel
very strongly that increases in the minimum wage should not be en-
acted at this time.

Representative Browx. I am concerned about what we do with these
underskilled, underemployed young people. Obviously, the question
about the minimum wage infers that concern. This is with reference
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to a situation in the economy where you don’t have jobs developing in
those low skill areas. We have to do something, but what do you do
to help them out at the moment ? Do you send them to a summer camp
and simply entertain them and pump money in the economy by pay-
ing them to do that? Do you provide a make-work project of some
social significance, cleaning up the environment, which leaves them
with no lasting skill? Do you train them to a skill which may or may
not be needed at the time they are finished and available for employ-
ment, and pay them while you are doing it? Just what specifically
can be done? How do we know what to train these people for, or is
that what you are suggesting, to train them specifically for something?
Do you just want to get them off the streets and into some wholesome
activity and pump money out in the process of doing that?

There is a reverse point about women in the labor force. That is
that young people are simply not going to be employed very much
in the future because of the nature of their education and the needs
of our work force. Can I have each one of you comment on that, and
then T will subside?

Mr. Hymans. I think the way you raise the question makes per-
fectly clear all of the difficulties that are involved in this thing. But
what I would add is that you have to continue to view this, or view
it more strongly, as a long run problem, and realize that the nature
of the difficulty is not something that is cyclical. This is a difficulty
whether we are at 4-percent unemployment or 6-percent unemploy-
ment ; that it stems much more from unequal educational opportuni-
ties, from discriminatory housing and job patterns.

That is the only way we are going to be able to avoid having to talk
about this same problem 10 or 20 years from now. What we have to do
right now is of a shortrun nature. If we can identify social projects,
or projects of social value, like cleaning up the environment, I wouldn’t
consider that a make-work project. I would say, sure, let’s put them to
work. But, while we are taking care of these people, putting them to
work, through gnaranteed annual income, negative income taxes, or
whatever, we have to recognize that we have to get out of this bind
10 or 20 years from now and that requires not manpower training
programs of the kind we are talking about for people currently in
difficulty ; rather, that involves problems of discrimihation in housing,
in jobs, in educational opportunities, in attitudes, and everything else.
That is the only way you get out of this in the long run.

Mr. Oxun. Let me say I think your concern is entirely appropriate,
and that the problem you are focusing on is one that requires very
special solutions. Much as I favor a more prosperous and fully em-
ployed economy, aggregate demand is not going to solve the teenage
unemployment problem.

It is rather interesting how the recession pattern of unemployment
has emerged. Some of the more detailed calculations like the ones I
presented show that 7 percent of all the unemployment in the Nation
at full employment was accounted for by black teenagers. Only 2.5
percent of the increase in unemployment in the past 2 years can be
attributed to an increase among black teenagers.

To turn that around, we are not going to solve that problem by
stepping on the fiscal and monetary gas. Of the various unsatisfactory
short-term alternatives you outlined, the route of make work combined
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with an effort to make some efficiency along with the work looks most
promising to me. You pointed out correctly that, even in the process
of making work, one can design that work to achieve something pro-
ductive in the society.

The question of whether you create a lasting skill or not is a hard one
to answer. Sometimes the real issue is that of creating the kind of job.
experience and subtle kind of on-the-job training that may profit peo-
ple a.great deal in their lives. They would learn how to handle a work
sitnation much better if they have a congenial work environment for
the first time in their lives. -

T think training as well as education is very important in the long
run. I would emphasize a concern that Mr. Reuss expressed earlier for
a massive training effort in a weak labor market. We have 78,000
vacancies in the 18 million job sector of manufacturing today. Under
these circumstances, a mass training effort 'would create unrealizable
expectations and would be doomed to failure.

The training route is complementary with prosperity in the economy.

. Although prosperity won’t solve the problem of the black or white
teenager, it will make it possible to use training to an increasing extent
to channel them into the places where vacancies begin to emerge as
we form a firmer labor market. '

Mr. Warnicu. We are talking about a group of young people of
well over 1 million. I agree with the proposition that aggregate de-
mand is not the answer. It is a structural problem. I like the idea of a
massive training program. 1 must confess that I have thought of
that not just in terms of learning some very specific skill, but some-
thing that may be at the same time also giving them remedial educa-
tion, because many of these young people are deficient on things like
reading skills. Anything that can be done to upgrade them in those
areas will certainly serve them all their lives. It will improve their
performance and competitiveness throughout.

To do this without incurring tremendous costs is going to be very
difficult. I would argue in terms of not putting everybody in a given
place, in other words removing them from their normal places of
residence and then incurring all the difficulties of housing, feeding
them, and so forth. I would rely as much as possible on existing ar-
rangements, that they mostly live with their families and would spend
their days, then, instead of having to stand on a street corner, in some
aspect of this training program.

I am aware that this probably does not take care of more than a
part_of these people, that it is going to be impossible to capture them
all. Some subsidization of employers to hire them may be a way of
reducing the residual. It is so large a problem and so different from
all the rest that it deserves very detailed study.

Representative Brown. I would like to conclude with this observa-
tion: The Council of Economic Advisers expressed an awareness and
concern about this problem without any real specific recommendation
for a solution. I think it is one of the more critical problems because
I think it is evidence of a change in our whole employment picture
which cannot be overlooked. There was a day when we were a rural
society, an agricultural society. We went into a craft society and our
labor organizations reflect that. You had to move from that into the
industrial society which at first did not employ women and they went
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“into that field. I think we will change from an industrial society into
a technological society in which the strong backs and dexterous hands
of young people will not be enough, where they have to be trained
in a more sophisticated way. We have to recognize this problem and
consider whether or not in fact they will be employed at all, whether
we educate them better and longer or whether, as with the wives of
a century ago they just don’t work at all. Maybe they are just around
the house and being otherwise engaged in reflective activity or some-
thing but not considered part of the employment market.

I don’t have the answer, but I do think we have to come to an
-answer in our society shortly or we will have problems. With the
birth rate as it is, maybe in another 15 years we won’t have any
young people to worry about as a problem. Thank you.

Chairman Proxmire. I think Congressman Brown’s questions have
been very good and I want to follow up on some of them.

Mr. Wallich, you made an excellent proposal in recognizing the
realities that Congress is just not going to give to the President the
-discretionary authority to change tax rates. Congress feels as if we
don’t have much left anyway and regardless of what the economists
-can say about this, and you can say a lot, that we shouldn’t lose any
more.

You suggested that we trigger, instead, the tax reduction to un-
employment. While that might be a happy long-range kind of thing
to think about, it seems to me right now our problem is not taxes that
-are too high, and then getting them lower, but it is something else. We
have so much to do in our society. We are so far behind in so many
ways, in health, in counteracting pollution, in rebuilding our cities. The
needs are just overwhelming, much greater than our resources would
‘permit, it seems to me.

Mr. Hymans gave an impression which T think he has somewhat
softened about make-work jobs. There was a lot of satire and a lot
of criticism of WPA in the thirties but it was a marvelous program.
Even if it had done very little for the conntry, but it did a lot. It did
build a lot of very useful projects, but it did far more for the human
beings who otherwise would be unemployed. It seems that while we
don't have the enormous kinds of unemployment we had in the de-
pression of the 1930’s, we do have far greater needs that we know
about, that we are willing to do something about. ,

Therefore, I would like to suggest. to you that we consider revising
the Wallich approach and saying that whenever we get unemploy-
ment above 5 percent we have an automatic government program to
put people to work-in useable things. Heaven knows there are many.
We could clean up Lake Erie. We could prevent Lake Michigan from
dyvine. That alone would take billions of dollars. We could begin to
rebnild our cities. We could have a mass transit program that would
mean something. We could improve our health services, train far more
people in paramedical work There is a desperate need for more as-
sistants, nurses and doctors.

It seems to me we are not using our imagination in this kind of an
area.

T have been one of those who have been critical of wasteful spending,
but I think the biggest waste of all is the waste of human resources.
Once that is gone, it is gone forever. If a man is unemployed for a day
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or a year, you can never get it back. It is a fundamental shame, it
seems to me, an outrage, with all we have learned over the years, with
the Full Employment Act on the books, which this committee is re-
sponsible to help carry out, that we are willing to tolerate this kind of
thing under these circumstances.

Mr. Okun, what would you think of readjusting the Wallich pro-
posal to try and trigger a job program whenever unemployment gets
above 5 percent ?

Mr. Oxux. I would be strongly in favor of that as a permanent
feature in our legislative arrangements. I would want to design it so
it can move fast, both upward and downward.

Chairman Proxyire. I think that is so important, because the
trouble with the tax thing is we know there is a lag. By the time people
start spending the tax cut, you may not have the same kind of a
problem. Of course, here you have a lag, too.

But I would think that there are so many things that we are doing
that we could at least design a program to put people to work fairly
rapidly when we have these needs. :

Mr. Hyaaxs. There is only one aspect of what you said that I would
disagree with and that is considering it to be solely a stabilization
policy. ‘

I czm agree with virtually every need that you cited. I think that
is something that the Federal Government ought to be involved in,
but not as a stabilization device. It ought to be involved in these things.
We need to clean up Lake Michigan. We need to build hospitals and
so on. We ought to do it.

Chairman Proxyire. We are not going to do it. We should do them,
that is true. But look at the budget. Look at the defense proposals.
We are going to get enormous resistance to these other programs. It
is hard to buck an established defense program.

You have built-in labor unions, contractors, areas, regions, and so
forth, which have nothing to do with defense but will keep it alive.

I think we will have to be a little imaginative and recognize we are
going to have to interrupt some of these high-priority programs, un-
fortunately. In other words, it seems to me better to have a period of
a year or so of vigorous activity in counteracting pollution, solid waste,
water pollution, and so forth, than to not do 1t at all. Maybe it is an
inefficient way to do it, but at least you are doing something during
this period.

It certainly is not the best way to stabilize the economy but absent
that you are not going to be able to get a stabilization policy with re-
spect to your defense spending. Obviously, we should have it. That
is an area where you shouldn’t spend a nickel more than you need.
You can’t turn it off like a faucet. With taxes, of course, there is the lag.
There are many of these programs that lend themselves to this even
though it doesn’t fit into a neat economic framework.

Mr. Hymans. If you are going to use a period of high unemploy-
ment to initiate something of social value, I don’t consider that a make-
work idea.

Chairman Proxyrre. We did it in the 1930’s. We built roads and
we had reconstruction for the soil and many other things. We stopped
doing them when World War II began. But we did it because we
wanted to put people to work.
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Mr. Hy>ans. At that point in time there was, of course, a lot of
room to get a lot of good benefits even if you wasted a lot. You don’t
have that much room now. I don’t think we are ever going to have
that much room again. We are not going to be worrying about 25-
percent unemployment rates that existed in 1933.

I agree with everything you say except that I would do less on
the cyclical factors except that you can use the slack in the employ-
ment sector to move strongly on these things.

Chairman Proxyre. We are going to solve this problem one way
or another. As people get better informed, either we are going to solve
it that way or we are going to solve it by reducing the supply of
labor. Nobody discusses that. Economists throw up their hands in
horror when you mention that. But I can tell you there is nothing
more popular in my State than earlier retirement on social security.

They say, “This will open up jobs. We want to retire at 60. Why
shouldn’t we? Also popular is reducing the workweek, cutting 1t
down from a theoretical 40 hours to 30 or 35. This means we would
have to settle for a lower standard of living than we otherwise would
have if we had everybody working.

But it is a solution and it is a solution which might catch on if we
don’t solve this nagging unemployment problem which seems to be
so far from solution. _

Mr. Okun, have you any comment on Mr. Wallich’s statement that
the overall unemployment rate no longer serves the purpose of meas-
uring the labor capacity, that we ought to move to married men?

Mr. Oxun. I keep being impressed with how accurately the over-
all unemployment rate continues to measure waste in the economy.
Drawing a potential GNP path on the basis of long-term trends, its
relationship to the overall unemployment rate continues to be quite
accurate. There are times when the unemployment rate lags behind
as we saw in 1969. I would reiterate that if I could know only one
number about the economy, I would choose the overall unemployment
rate as the one most revealing on the state of the economy.

I suspect that the overall rate is also subject to less erratic fluctua-
tion from quarter or month to month than that of married males,
partly because it is based on a bigger sample involved. There is a
reasonably close relationship between the married male rate and the
overall unemployment rate, even though it has changed some over
time. If you tell me the married male rate, I will give you a fairly
good estimate of the global unemployment rate.

Chairman Proxmire. Instead of using married men, how about
making it head of household. After all, a female head of household
is no less important when unemployed than the male. It is just as
tragic and the responsibilities are just as great.

Mr. Oxuw. I am not sure whether one turns to the married male rate
because one thinks it is of greater social significance or a better indi-
cator of waste and unused labor capacity. On the latter, I think one
might well find that the rates for demographic groups would give you
a pretty good estimate without specifying family status. George Perry
has experimented with weighting the different demographic groups to
reflect how much labor each carries, measured in terms of hours and
wages, and how much is being withheld when they don’t have a job.

In that way, you need not judge that some sectors count and others
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do not count at all. Instead you are given a spectrum of weights, which
has the effect of reducing the weight on teenagers, because they work
less and at lower wages.

Chairman Proxmre. Mr. Wallich and Mr. Okun, both of you
stressed the need for Congress to consider new measures for improving
the fiscal instruments. A possibility given widespread discussion is the
value-added tax or other form of consumption tax.

What would be your evaluation, Mr. Wallich, of a value-added tax?

Mr. Warrica. A value-added tax lends itself well to use as a cyclical
stabilizer because it has the right kind of bunching effect. If at a given
time stimulation is desired, the tax is lowered. It will pay people to
spend as much as they can in the temporary period in order to get
more benefit than they would if they continued spending at a steady
rate. This is just the opposite of what is likely to happen with a tem-
porary income tax cut, where people knowing it is temporary, will
tend not to adjust their purchases but to save a substantial part of the
windfall.

There is a countervailing difficulty. It has to do with the way the tax
gets collected up and down the stages of production, as it were, so that
there may be a problem about a product having been taxed before the
tax cut went into effect. Then the cut does go into effect and the product
is not taxed when the retailer sells it. -

But that is a technical problem that ought to be capable of adjust-
ment.

Chairman ProxMire. Don’t you also get an aggravation of inflation ?
Is the tax likely to be increased at exactly the time when there are
pressures for prices to rise, so you get inflation which is more severe?

Mr. Warnicu. If you regard the tax as part of the price, then it
would raise prices at a time when the need is to restrain prices. 1
think one should look for a way of avoiding that, if it can be done
within the structure of the tax.

Chairman Proxaure. How can you possibly avoid it ?

Mr. Warricu, Well, we know what the percentage is, and we could
adjust the price index accordingly.

Chairman Proxarre. But its purpose, as I understand, was to dis-
courage spending at times when the pressure on resources is great. The
only way you can possibly do that is to let the prices go up and aggra-
vate your inflation.

Mr. Warnica. You would pay more, but whether you show this in
the price index or not, that is what I was trying to say, is a matter
where we have a choice.

Chairman Proxarire, Mr. Okun.

Mr. Oxun. I am not sure I quite follow Henry Wallich. It is part
of the cost of living and people will know it is. The evidence abroad
is that it has had a cost-push influence on wages. In a column on the
editorial page of the Washington Post today, Philip Trezise focuses
on the international implications of the tax, but the mentions the evi-
dence in Belgium that it got passed on with a markup. In working
through the system, it tended to cascade. There is some evidence of a
cascadein other countries as well.

Whether it is easy or hard to deal with cyclical fluctuations with a
value-added tax seems less important than what the value-added tax
and its imposition would do to the tradeoff between unemployment and
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inflation. This tax is bound to make the task of accomplishing high
employment without inflation all the more difficult. It adds to the infla-
tionary force within the system. No tax gets passed forward with the
reliability and the likelihood of escalation of a value-added tax.

Chairman Proxyire. Mr, Hymans.

Mr. Hymans. I would agree that the inflationary effect of a value-
added tax is of far more significance in terms of the problems it creates
than isits potential as a cyclical stabilizer.

I think equally important, however, is the equity problem connected
with the use of a value-added tax. It seems to me that a value-added
tax violates all the basic principles of equity in taxation that we know
about.

It seems to me that is equally as important as the inflationary
problem.

Chairman Proxmire. We are going to have extensive hearings on
the value-added tax before this committee in about a month.

Gentlemen, I want to thank you very much. As I said to begin with,
you are a superb panel. You have been most responsive and helpful..

The committee will stand in recess until Tuesday morning, when
Congressman Reuss will preside.

(Whereupon, at 12:45 p.m., the committee recessed, to reconvene at.
10 a.m., Tuesday, February 22, 1972.)
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OPENING STATEMENT OF REPRESENTATIVE REUSS

Representative Reuss. Good morning. The Joint Economic Commit-
tee will be in session for a further review of the Economic Report.

Today our attention turns to international economic problems. Last
August the administration, apprehending that the U.S. economic posi-
tion was untenable, announced a set of new economic policies. Although
as with all policies there have been criticisms of them on a number of
grounds, they have surely succeeded in achieving one major objec-
tive, the general realinement of exchange rates among the great indus-
trial countries. '

But no one claims that we have-solved all our international economic
problems. There is no new mechanism to assure prompt exchange ad-
justments, and the activity of the International Monetary Fund are
still trammeled by the consequences of our August 15 action.

Unless we move quickly to consolidate the gains in our relative com-
petitive position produced by the December exchange rate changes, our
position could gradually erode. In a few years our policymakers will
again be confronted with much the same set of problems.

We have with us today three heroes of the international monetary
wars who have in the past graced this committee.

Our first witness today is Mr. Peter Peterson, who was confirmed
yesterday by the Senate as Secretary of Commerce. He is particularly
qualified to assume his new responsibilities.

As Assistant to the President for International Economic Affairs,
Mr. Peterson played a vital role in shaping the direction of our for-
eign economic policy throughout 1971. His briefings have been of great
assistance to both the executive and legislative branches in our attempt
to understand the dimensions of international economics.

(519)
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I know that Secretary-designate Peterson will bring the same dedi-
cation and intelligence to the Department of Commerce.

After Secretary-designate Peterson we shall hear from Mr. Edward
M. Bernstein and Robert Triffin. Mr. Bernstein is a former Treasury
adviser and is former Director of Research for the IMF.

Professor Triffin teaches at Yale. He is known for his critical role
in helping to plan the restoration of currency convertibility in Europe
following World War IL

Both of these gentlemen have long warned of difficulties that were
likely to arise if the United States ignored the need for fundamental
monetary reform.

Last August events proved the worth of their foresight. We are
particularly happy to have them here today.

I will now turn to my distinguished colleague, the Senator from
Illinois, Senator Percy, to say a personal word about Mr. Peterson.

Senator Percy. Representative Reuss, I would simply like to wel-
come Mr. Peterson. In his new role he will be appearing, I am sure,
many times before this committee as the Secretary of Commerce. But
I would like to note that perhaps no man confirmed by the Senate
has been so unanimously supported by both labor and business. The
Secretary of Commerce has put on the record his feelings, beliefs and
ideas. I would have thought that anyone who has produced a volume
such as the one on the changing United States economy, a copy of
which has been sent to all Members of Congress and to all leaders in
the country, would have created a controversy. It does not lay out a
placid role for Government or the business and labor communities in
the future in reestablishing or reasserting our leadership role in the
world.

The very fact that Mr. Peterson was confirmed unanimously by the
Senate yesterday indicates there is a growing awareness in the coun-
try that we need real leadership for American business because of our
need to create enough jobs for the future and to maintain our position
in the world.,

The fact is that this job of Secretary of Commerce is one of two
where a President has been denied his nominee—President” Eisen-
hower was denied his nominee. There have been only two turned
down in a century. I think it takes an unusual man to fill this position
and I am pleased that it is Mr. Peterson.

I think at this time, a very challenging time in. America’s history,
we are very fortunate to have a man such as Mr. Peterson to take over
the leadership in this challenging area.

It gives me great personal pride and privilege to welcome him and
to have a chance to question him for the last time. before he then
outranks me, his former colleague, and takes a protocol position ahead
of a U.S. Senator.

We are very happy to have such a distinguished man here.

Representative Reuss. Knowing the Secretary-designate, I am con-
fident that success will not turn his head, and you will not find him
overbearing.

Senator Percy. I find the modesty with which he opens his state-
ment is not only becoming but well advised.
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STATEMENT OF PETER G. PETERSON, SECRETARY OF COMMERCE
DESIGNATE, ACCOMPANIED BY HAROLD PASSER, ASSISTANT
SECRETARY FOR ECONOMIC AFFAIRS

Mpr. Pererso~. I must say, Senator, as is your gracious habit, you
put the most charitable interpretation on things. I think it is possible
that my nomination meets with no opposition for the simple reason
that none of my opponents read my report which, of course, would not
have been unusual, 1f that is the case.

With regard of any of this going to my head, I told a group in
Chicago the other day that I have become accustomed to being known
as “Mr. Whatshisname who followed Mr. Percy” and I have no reason
to believe that is going to change in the future.

This is my first appearance, of course, before this distinguished com-
mittee, and I must confess to a certain trepidation in being here;
partly because I am taking a plunge out of the warm but protective
environment of executive privilege into these substantially colder and
most certainly less protective waters; partly because I have been pre-
ceded by more distinguished, and certainly more informed and senior
colleagues on the subject of our domestic economy; and partly be-
cause I try, if all too rarely, to practice what I preach.

Since I have been preaching in my recent White House undertaking
the virtues of the principle of comparative advantage in world trade
and investment, I have struggled to define whether I have any com-
parative advantage in these hearings—an area of expertise that might
conceivably be of interest to you. It hasn’t been easy to define such
an area of comparative advantage—which, incidentally, I find easier
to admit this morning than yesterday, prior to your confirmation vote.

I take it that a central focus of these hearings is jobs and unem-
ployment. I have read with interest the dialog, if I can correctly call
1t that, between yourselves and the administration’s previous spokes-
men on whether the unemployment rate by year end will in fact be in
the neighborhood of 5 percent, how large an area that neighborhood
is, and In any event, whether there aren’t better and alternative ways
to get the unemployment rate lower, sooner, and at less cost.

t me try today to make a contribution by putting this employment
issue in a somewhat longer term framework—the 1970’s and even the
1980’s.

A special study prepared for the recent White House Conference on
the Industrial World Ahead in 1990, concluded that we must have 28
million more jobs by 1990-—three-fitths of which must be created in
the present decade. Just to provide these jobs will require a gross
national product in 1990 of at least 2.4 trillion of today’s dollars.

Already today we are seeing that unemployment rates among our
young people are higher than any of us would like to see—partly be-
cause this age group is a larger percentage of the workforce now (22
percent) than in 1960 (17 percent) and partly because we are now
seeing, and will continue to see for much of this decade the substantial
increase in young job entrants conceived and born in the postwar era
of the fifties.

For example, there were somewhat more than 4 million births per
year in the latter half of the 1950’s compared with only 214 million
annually in the 1930’s.
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I am making the obvious point that the challenge of providing an
increasing number of jobs is not simply a challenge for 1971 or 1972—
it is a longer range challenge of the 1970’s. ‘

Thus, while some of our young people have focused much of their
clearly apparent energy and sense of purpose on new challenges—
such as improving the quality of our lives and our environment—it
may also be true, if ironic, that some of our more pressing challenges
of the 1970’s may also in retrospect turn out to be the old bread-and-
butter ones such as providing jobs. :

Permit me against that longer range challenge to emphasize that
our trading and monetary systems can have an important impact on
that job challenge. ‘ 4

There were those who said after August 15 that the President’s
actions were blunt, restrictionist, and perhaps worst of all, unneces-
sary. It was argued that since exports amounted for only about 4
percent of our GNP, we should look elsewhere to provide jobs—sug-
gesting that the job effects of our balance-of-payments imbalance
were trivial. :

I should like to explore that. We have seen our trade balance, as

now measured, going from a surplus of over $7 billion in the mid-
sixties to a deficit of about $2 billion in 1971, or a swing of about $9
billion. Various experts have estimated that in each billion dollars of
exports as against imports, there are provided about 60,000 to 80,000
jobs.
! Thus, since the mid-sixties when we were in rough balance of pay-
ments equilibrium one could estimate that we have about one-half
million (or more) fewer jobs as a result of the shrinkage in our trade
account. '

Let me hasten to add that the employment figures in the most recent
Labor Department studies on the job impact of trade showed that
total employment would be reduced if we stopped trade both ways,
where there were alternatives to trade. Also, these studies indicafed
that jobs in our export industries tend to be higher paying jobs.

Thus, to those who would respond to the deterioration of our bal-
ance of payments and trade accounts by, in effect, closing off America,
I would say even in the specific context of U.S. jobs, this is likely to
be self-defeating, let alone the profound impact such moves would
have on our competitiveness and productivity. Indeed, let alone the
impact they would have on the kind of world we would be living in
and the kind of country we would become. < ,

It was to return the United States to a balance-of-payments
equilibrium that the President took the decisive actions of August 15
to suspend gold convertibility and impose the surcharge.

You have seen the first results of those moves in the fact of a major
realinement of exchange rates, briliantly negotiated in my view by
Secretary Connally, and the trade concessions recently announced by
Secretary Connally and Ambassador Eberle, as first steps.

If, as we hope and expect, these moves will bring the U.S. balance-
of-payments situation into rough equilibrium over the next couple of
years, this improvement of a half million or more jobs, all other things
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being equal, will reduce our unemployment rate by about 0.6 percent—
which I would consider anything but trivial, given the demonstrated
difficulties of reducing the rate of unemployment, in spite of large
budget deficits.

Over the longer term, it is of prime importance to this country that
we operate within a new monetary and trading system that prevents
these serious balance of payments imbalances from developing in the
future—and, in the context of our discussion today, aggravating the
domestic job effects of trade. .

Thus, the Smithsonian agreement and the resulfs of the trade nego-
tiations marked the end of our international phase I. Phase IT, aimed
at initiating major negotiations toward a more open and equitable
trading system and achieving significant monetary reform, is taking
shape. Achieving equity and responsiveness in the systems are abso-
lutely necessary—but not enough. There must be a phase ITI.

I might say one of the wits around the White House, having heard
of all these phases, suggested that the President’s next television ad-
dress should be called “Phase the Nation.”

1In short, we cannot assume monetary and trade reform will be cure-
alls.

The basic long-term solution really rests with what we do at home,
not what the rest of the world does. In the immortal words of Pogo,
“We have met the enemy, and he is us.” ‘

Even in 1971, when profits went up slightly, they were still below
any other year since the end of World War II, when expressed as a
percent of GNP. To me, at least, it is no accident that during the same
period, several other things happened.

1. OUR DECLINING PRODUCTIVITY GAINS

Our productivity performance has been unsatisfactory. Produc-
tivity in manufacturing increased 23 percent between 1960 and 1965.
From 1965-70, however, it increased only 10 percent for the entire
period.

For comparison during this same period, productivity in manufac-
turing increased 91 percent in Japan, 49 percent in the Netherlands,
43 percent in Sweden, and 37 percent in France.

I believe that this sluggish productivity has been a major factor
accounting- for our decline in competitiveness and, in many cases,
profitability.

2. OUR UNSATISFACTORY POSITION IN EXPORT COMPETITIVENESS

I have attached a chart to my statement. What it shows is that dur-
ing the decade of the 1960’s, when Japan’s exports were increasing
400 percent, Italy’s 210, Canada, 285, all the way down to the United
Kingdom and the United States; the United States at 110, clearly our
export competitive position was not moving in a satisfactory direc-
tion during the 1960’s.

(The chart referred to above follows :)

76-150 O - 72 - pt, 3-5
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export Growth in Manufactures
for Selected Countries

percent increase, 1960-70
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3. TECHNOLOGICAL POSITION

400

Mr. Pererson. To give in the limited time I have but one small ex-
ample of the growing technological strength of our international
competitors, foreign applications to the U.S. Patent Office have moved
up from below 20 to around 40 percent of total applications since 1961.

But, in some ways, even more fundamental to our problem, is the
question of our own attitudes. There is little question in my mind that
too many of us in this country suffered from a “perceptual lag”—a
belief that because we once dominated the world’s international mar-

kets, we always would.
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I don’t even remember in my previous business incarnation ever
waking up, driving to work, and thinking how glad I was to have
competitors. Deep down I suspect few of us really enjoy competition.
It was easy to like foreign competitors even less, but we certainly
learn, if too slowly and reluctantly, to respect the enormous impor-
tance of competition in spurring us to improve products and lower
costs in ways we would not otherwise do,

We tended even as recently as 10 years ago to see foreign manufac-
turers as being almost inherently of lower quality—certainly less
technologically advanced, “Chinese copiers,” if I may mix my meta-
phors. Foreign competition then just wasn’t a dominant fact of life.

As my good friend and former business associate Chuck Percy can
attest, even in the amateur photographic market 10 years ago, as I
recall, only about 10 percent of the market was held by foreign im-
ports. But, and X say this with a slight wince, we were forced to be-
come rapidly “oriented” to overseas competition during the decade.

Thus, at the end of a decade when costs went up and prices rose all
too easily in the attempt to cover them, I think too many managements
slipped nto the habit of being more concerned with the short-term
earnings statement than with the long-term improvement of produc-
tivity. And yet in a competitive world, long-term earnings were se-
riously affected by sagging productivity.

The point is that increased productivity is a key to our future com-
petitiveness. The emphasis on productivity must come from the top.
I believe the inflation psychology, or I should say the inflation virus,
affected the management of some, perhaps many, of our companies.

Must we not reinstill in our businesses both the rationale and indeed
the passion for productivity ¢ Productivity must become a way of life.

And in an era when our business and labor people see each other all
too often as adversaries, with the consumer as an innocent victim, is
not added productivity the bridge that links their interests—for higher
wages, higher profits, and stable and competitive prices?

The President has set up a Productivity Commission consisting of
outstanding labor, management and public representatives. As you
know, Congress has authorized $10 million for this effort. And the
President has asked me to chair it. This effort will focus on specific
issuas sach as productivity bargaining, how we communicate both
the overall importance and the specific techniques of productivity
improvement, and how to approach the particular problems of par-
ticular industries, such as construction on the one hand and local, State
and Federal Government on the other.

But we must also focus on some of these longer range issues, even
if we don’t come up with all the answers by 1972 or 1973.

For example, by 1980, full employment will require jobs for some-
thing close to 100 million Americans, about 20 million more than
at the beginning of the decade.

The problem of finding jobs for this labor force will require both
an economy growing at its full potential (which, in turn, means ex-
ploiting to the fullest our international opportunities) and, among
other things, 2 much improved system of fitting manpower skills
to job requirements.
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The United States today is over-supplied with technical manpower
for its defense and space requirements. Yet, there are shortages of
laboratory specialists, medical assistants, computer technicians, and
maintenance personnel for other complex equipment. I am told that
less than half of the available jobs have been filled in these specialists.

The mismatch of technical skills to opportunities, and what might
be the current and perhaps continuing excess supply of college grad-
uates, is compounded by an apparent shortage of appropriate voca-
tional training in high schools and post high school education and
training.

Some estimate that 8 of 10 in high schools should be receiving oc-
cupational skill training, yet, less than 1 in 4 are receiving it
and much of this training is not directed to anticipated needs in the
labor force. '

Yet, our high schools and colleges (with nearly 40 percent of col- .
lege age young people now in colleges) are turning out many grad-
uates in much the same way as always, on the presumption that society
will need their skills.

If indeed it doesn’t, we can logically look forward to future gen-
erations of angry men and women. And, of course, unemployment will
be significantly higher than it need be.

Let me share with you a personal experience that may dramatize
the training problem and, indeed, opportunity for you. About 5 years
ago, my predecessor company looked at the obvious fact that our
economy was growing increasingly sophisticated, requiring in turn
more and more people in the services, but more and more people who
had specific skills.

Yet, as we looked at the rigidities of the public school system, we
decided there were real opportunities to fill this training vacuum—
and the company went into the business of training electronic and
computer technicians,

In 1968, T recall vividly the decision to build about nine residential
schools across the country. To particularize this, T recall the case of
Phoenix, Ariz., in which we courageously, I thought at the time,
decided to plan a school that could handle 500 students, even though
it might have seemed more prudent to build a technical school for
300 students.

I had occasion recently to be in Phoenix and I was told that the
school had to be expanded several times and was now handling about
1,500 students, or perhaps even more by now.

What was even more shocking was that over 40 percent of the
students came from California which, as you know, has low cost jun-
ior colleges in the vocational field. And if the experience continues to
be what it has been in the past, many of these Phoenix students will
be getting several job offers at the same time their friends without
such training will be getting no job offers.

It 1s experiences like these that suggest that an important part of
our unemployment problem may be increasingly structural. It also
helps explain why the 1973 budget includes some $50 million to
explore various ways career education can be given a new, and more
relevant thrust, in bridging the gap between school and work.

Let us take another area as an example of longer range approaches
to our employment problems. As we explore how dependent our ex-
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perts have been in technological contents, as we refresh ourselves on
the importance of research and development in increasing productiv-
ity, it is clear that our longer range success in meeting our employ-
ment goals may also depend heavily on how well we manage and
stimulate America’s R. & D. effort. We must do a good deal better.

For example, many people have tended to confuse GGovernment
R. & D. with our overall private industrial R. & D. capability. That is
a dangerous error.

While one can think of individual examples showing the advance
of Government R, & D. into the private economy, in the forms of
better products or entirely new products, I feel this is an area of
serious shortcoming.

I question that we have had much real or broad success in getting
highly successful product and marketing firms involved with
Government-financed R. & D.—and in translating technological im-
provement into increased industrial productivity and enhanced
competitiveness.

The most prudent premise is that we don’t now have the proper
arrangements to increase the industrial pay-out from Government
R. & D. This is the reason the President has, in his new technologies
program, provided money for some major experiments on how this
industrial fallout can be increased

1 think many companies reason that they are going to commit their
best people only to projects in which the company will enjoy a rich
share of the rewards, if the project is successful.

One thrust that must be explored is how we can get such compa-
nies to commit some of their own funds and some of their best techno-
logical people to projects that may not have immediate payout.

This also suggests a look at our patent policies to fashion means
in which we can provide participation incentives to such “partner-
ship”’ companies, while at the same time protecting the public’s invest-
ment through some arrangement such as royalties, or perhaps even
some concept of profit sharing.

In the time I have taken today you can see I have tried to stay away
from that very important ground of our economic performance and
program for the years 1972 and 1973, ground already cultivated so
well by Secretaries Connally and Hodgson and Messrs. Shultz, Burns,
and Stein. It is, of course, imperative that you deal seriously with these
urgent questions.

Rather, T have tried to focus more in other longer range areas that
I believe are also worthy of your distinguished committee’s time and
energy—the issue of what we should be doing now in such areas as
longer range trade and monetary reform, in longer range productivity
improvements—to help assure that the rest of the seventies and eight-
ies are an era of full employment, an era of price stability, and an era
of competitiveness in what is an increasingly economic world and an
increasingly competitive world.

Thank you, Mr. Chairman.

Representative Reuss. You end up asking that we concentrate our
attention on, as you put it, the issue of what we should be doing now in
such areas as longer range trade and monetary reform. I thoroughly
agree with you.
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In your excellent report, which Senator Percy referred to, you have
given your ideas on long-range trade policy ideas. It seems to be gen-
erally agreed that 1973 is going to be the year of the big tariff and non-
tariff negotiations with the Common Market, Japan, Canada, and
everybody else.

If it is to be, of course, it requires major new legislation. Yet, I hear
it said that the administration is not going to have any such legislation
this year, that this is an election year and it would be better to wait
until next year. If thatisso, I am disappointed.

It seems to me that if the administration doesn’t do anything about
it this year, the election is likely to produce a worse rather than con-
gressional environment next year. .

Secondly, I don’t see how, with a new administration or a reelected
administration, as the case may be, and a new Congress, if a trade bill
is not sent up until next year, 1n 1973, how it is going to be enacted in
time for there to be any real start to negotiations in 1973.

Therefore, why not send up a bill this year, so that the trade legisla-
tion-writing committees can have some hearings and take a look at it ?
It would not necessarily be enacted this year, but it would certainly be
a good idea to get it in the domain of public dialog and have congres-
sional hearings, if not completed, at least substantially underway.

Ifeventually, why not now ?

Mr. PeTErson. Representative Reuss, I believe you indicated that
this was what you heard. To my knowledge, and I think I would know,
there has not been a decision not to propose trade legislation. As a
matter of fact, under the Council of International Economic Policy, a
major amount of effort is going on into planning the elements of what I
think will be one of the most comprehensive trade packages the coun-
try has ever seen.

There is some reason beyond the fact that it is going to take a few
more months, I think, to get the total package prepared, why timing, I
think, is important. In the first place, there is the critical matter of
priorities in the legislative arena.

The Ways and Means Committee, as you know, has on its plate a
rather full legislative menu at the moment—revenue sharing, health
care,a number of other items.

Representative Reuss. Revenue sharing has had hearings and they
are starting executive sessions today. When you get a Mills bill that
the administration agrees to, that doesn’t present many problems. I
think that will be out of the way soon. I don’t know about all this over
full employment on the Ways and Means Committee.

Mr. Pererson. I am a nonexpert on many subjects, but I have been
told it is quite a menu.

Secondly, there are some very important- discussions going on now
in the so-called OECD trade group. In fact, meetings were held last
week most of the week. One of the principal purposes of this trade
group is to try to define the parameters of multilateral trade negotia-
tions.

The Williams Commission and others, the others being in Congress,
have strongly counseled us to be sure that in asking for trade liberaliz-
ing authority in the future we consult very closely with the rest of the
world and with them.
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By about May of this year, perhaps early June but we are hopeful
in May, the OECD trade group will hopefully have articulated a vari-
ety of areas where it will be possible to engage in trade negotiations.

We have felt it very important to know what those areas are, as have
a variety of Senators and Congressmen, on the grounds that if we are
going to ask for liberalizing authority we get the very clear message
from the Congress that it will be very desirable to know what the
quids are and what the quos are.

We are very much, therefore, in the process of planning that
operation. '

A third factor, to be quite candid about it, is to allow a few months to
pass which in turn will permit the effects of certain other policies to
show their impact. We are hopeful that a little later in the year some of
the effects of the exchange rate, after the initial perverse effects demon-
strate themselves, will begin to operate and the country will see how
enormously important these exchange rate alinements are in regressing
our trade balance.

Finally, I think it 1s also candid for me to say that the right environ-
ment probably includes an unemployment situation in this country that
is improving.

We are confident that later in the year it will improve, and for that
reason as well, we think a better timing might be a little later in the
year. But as far as I know, certainly no decision has been made not to
introduce trade legislation, and a great deal of work is now going on
that will put us in a position to submit it a little later in the year, if that
is what the President decides.

Representative Reuss. I am very encouraged by your answer. It is
news to me. I gather it is your own personal view that there should be
sent up to the Congress this year in time for at least consideration, if
not passage, comprehensive trade legislation.

Mr. PerErsoN. It is my view that if the climate is right, Congress-
man, and that climate includes not only having the work program done,
which is going to take a few months, but real progress in the OECD so
that we can be much more definitive than we can at the moment.

That climate, I think, does include improvement in our domestic
situation, which I think is desirable in order to submit that kind of
legislation.

Representative Reuss. I do, too, but I am a little put down by the
suggestion that unless the climate is right, by which you mean unem-
ployment decisively down, no trade legislation.

Has it occurred to people in the administration that if the Ways and
Means Committee isn’t busy considering new forward-looking trade
legislation it may be busy considering Burke-Hartke?

Mr. Pererson. I am sure that there are a lot of things that haven’t
occurred to us but that is one thing that has occurred to us. I am clearly
on record, as is Secretary Conna ﬁy and a variety of other important
spokesmen, feeling that the Burke-Hartke bill would be a very unde-
sirable bill from the standpoint of the long-term interests of this
country.

We feel there are far better alternatives to that, including negotia-
tion. Also, in the event that possibility were to become real, that might
have quite an effect on the timing of any trade legislation.
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More important, it would be sending an alternative that would
be far more responsive than that.

Representative Reuss. Let me turn now to the statement you made
In your oral statement on profits, where you said that: “Even in 1971,
when profits went up slightly, they were still below any other year
since the end of World War II, when expressed as a perecnt of GNP.”

It is your view that profits should always increase, or at least stay
the same, as a percentage of GNP, no matter how much improvement
thereisin GNP ?

Mr. PerERSoN. In the late 1940’ it was in the 8 to 9 percent range and
now 1t is in the 4 to 4.5 percent range, so it is half of what it was as a
percentage.

I am not an expert on precisely what the level should be, except I
do know this: that in the Productivity Commission, under Mr.
Passer’s chairmanship, there has been a Iot of work done on capital
formation requirements in the 1970’s, if we are going to provide these
new jobs, substantially more jobs, incidentally, than we have had to
provide in previous decades.

I think there is every evidence that the capital requirements will go
up substantially. In our system, one important source of capital, ob-
viously, is profits. So I guess in. a rather circular answer to your ques-
tion, 1 see nothing to suggest that corporate profits could be much
smaller than they would have been in previous months.

Perhaps you would want to say something, Mr. Passer. You are
much more expert on this than I am.

Mr. Passer. Thank you, Mr. Peterson.

Mzr. Reuss, I would just like to add to that, as Mr. Peterson has
made the point, that in the 1970’s we will need a considerable amount
of capital in order to continue to have the investment needed to move
this economy ahead.

I'might add to that that it is pretty clear that profits are an incentive
for job creation, and that the very low level of profits relative to na-
tional income has certainly been an inhibiting factor.

So when we talk about this need for the very large number of jobs
to be created in the 1970’s, the kind of environment in which this can
in fact occur would be a environment in which there would be an
improvement in profits from these very depressed levels.

Mr. Pererson. I think, Mr. Reuss, the number I recall—and you
can check me on this, Harold—is that as we more into not only many
more new jobs, but jobs with an increasing skill content, the evidence
that I have seen suggests that the capital required per job, if anything,
is likely to go up rather than down.

The latest estimate I have seen is at least $20,000 per job. So I think
we are in an era when we will need more capital, rather than less,
whatever the source might be.

Representative Reuss. What about the Henry Ford approach,
smaller profits and make it up on volume? Wouldn’t corporations be
better off with full employment, full production, with somewhat of a
shiftzof national income toward the 25 million Americans defined as
poor ?

Wouldn’t a smaller profit percentage, on a larger GNP, be actually
better for the corporations than keeping income shares where they are
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now and having a static percentage of GNP, but a relatively stagnant
GNP, which is what we have had recently ?

Mr. PetERson. Mr. Reuss, I won'’t say it has been intentional, but I
think I would argue that if profits are half of the previous share of
GNP there has already been a rather substantial reallocation some-
g}}ere. Certainly, business profits have not had the share they had

efore.

Representative Reuss. Corporate profits this year are going to be the
highest in the history of the Republic, are they not? Isn’t that what
you are predicting ¢

Mr. Pererson. Let’s look at the dollars. They did go up in 1971 to
about $47 billion.

Representative Reuss. What do you predict for 1972?

Mr. PerersoN. I have seen estimates all the way from 10 to 20 per-
cent up as the kind of range I have seen. ,

Representative Reuss. §56 billion or $57 billion ¢

Mr. Pererson. Ten percent would be about $52 billion, and 20 per-
cent would be $56 billion.

Representative Reuss. Which is considerably higher than ever be-
fore 1n the history of our country, isn’t it?

Mr. Pererson. Well, let’s look at the record.

. Representative Reuss. Wasn’t the highest after taxes in 1966, $49
billion ¢

Mr. PerersoN. In 1966, they were $49.9 billion. I think you, among
others, have reminded us of the inflationary rates that have taken
place since 1966. If the capital requirements are what I think they are,
1t is perfectly obvious that capital is costing a great deal more dollars
today than in 1966.

Harold, what has been the aggregate rate of inflation since 1966%

Mr. Passer. Approximately 25 percent. We will supply additional
information for the record relative to this.

(The information to be furnished follows:)

The January 1972 issue of Business Conditions Digest, a Commerce Depart-
ment publication, carried for the first time a chart of corporate profits in real
terms. This chart, on page 30 of the January issue, shows that real corporate
profits in 1971 were more than 20 percent below 1966. Thus even a 10 to 20 per-
cent rise in 1972 from the 1971 level would still leave real corporate profits well
below the 1966 level.

Mr. Pererson. Then in 1966 dollars it is perfectly clear, I think,
that 1972 profits would still be substantially below 1966 profits.

Representative Reuss. I guess my point is that with your expecting
this year the highest profits since 1789, it can’t exactly be said that we
are destroying the profit system in this country.

Mr. Pererson. I haven'’t said we are destroying the profit system.
T am saying that given the capital requirements that we all want, the
requirement will be more for profits. I haven’t suggested we have
destroyed the system. I am saying that I see little evidence that we
can get along with lesser capital requirements, given this requirement.

Representative Reuss. Perhaps Mr. Passer can furnish the data in
response to this final question.

Why shouldn’t corporations rely on the capital market for a sub-
stantial part of the capital funds that they will need? Why should
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Government in its tax policy try to accommodate all the capital needs
by allowing the earnings to stay in the corporations in the first place?
Do you get my question?

Mr. Passer. Yes. :

Representative Reuss. My time is up, so perhaps you could add at
this point in the record your answer.

(The information to be furnished follows:)

The need for business investment promises to be substantial during the 1970's.
New and more efficient plant and equipment are required to help increase pro-
ductivity, to provide jobs for a growing labor force, to abate pollution, and to
improve job safety. These and other needs taken together will generate a large
demand for capital funds.

There have been several studies of the capital needs for the next 10 years or
more. The results of these studies are mixed, with no universal agreement about
whether there will or will not be a capital shortage. There is general agree-
ment, however, that the demand will be large. My own view is that with even-
handed economic policies to assure relative price stability once full employment
is reached and moderate interest rates, the supply of funds in the aggregate will
be adequate during the 1970’s, but serious allocation problems are possible. This
is particularly true for the business sector. which will need more funds than it is
able to generate internally. Indeed, the financial outlook for business may be
one of the most crucial situations facing the economy during the 1970’s.

The business sector has always relied upon the capital markets, to some extent,
for financing purposes. Even in 1948 when corporate profits after taxes were
almost 9 percent of the GNP, the internally generated funds of nonfinancial
corporate businesses were insufficient to meet their capital needs. Consequently,
about one-fourth of all their funds were obtained from external sources.

There have been some important changes in the sources of business funds dur-
ing recent years. In 1950, for example, about 75 percent of business funds were
generated internally through undistributed profits and capital consumption al-
lowances (see table). The remaining funds were obtained through the capital
markets. Corporate profits (after taxes) as a percent of the Gross National Prod-
uct (GNP) were almost 9 percent in 1950.

The relative shares accounted for by internal and external funds were essen-
tially the same in 1955 and 1960 as they had been in 1950, even though the ratio
of corporate profits after taxes to the GNP was reduced considerably. Moreover,
the relative distribution between internal and external funds was unchanged
during the entire first half of the 1960’s. Thus, from 1961 to 1965, internally
generated funds accounted for slightly more than 75 percent of total nonfinancial
corporate business funds.

Within the internal funds category, however, the relative proportion accounted
for by undistributed profits declined substantially. In 1950, for example, undis-
tributed profits were about 62 percent of internal funds; in the period 1961 to
1965 they accounted for only 31 percent or half as much.

During the 1966 to 1970 period. there was a significant shift in the fianncing
structure of the business sector. Internally generated funds accounted for only
about 65 percent of all funds while external funds increased to almost 35 percent
of the total. Not surprisingly, the ratio of corporate profits to GNP declined
sharply during this period and in fact by 1970 it was less than half the postwar
high in 1948.

Most of the increase in external sources of business funds during the 1961-1970
period was accounted for by debt and equity financing and non-bank loans. Cor-
porate bonds increased from an annual average of $4.5 billion during the period
1961-1965 to $14 billion during 1966-1970. Equity financing increased from about
$1 billion a year in the 1961-1965 period to almost $3 billion a year in the 1866—
1970 period. Non-bank loans increased from $.5 billion a year in 1961-1965 to
almost $4 billion a year in the next five-year period.

Although internal funds were insufficient to finance capital outlays during the
period 1961-1965, the shortfall was greater during the next five years. The un-
impressive behavior of corporate profits accounted for a substantial part of this
development, although admittedly not all. Higher depreciation allowances reduce
corporate profits, for example, but do not reduce internally generated funds. Also,
the last half of the 1960’s was a period of rising interest rates. Since there was
considerably larger external debt financing by business, interest costs rose sub-



533

stantially and thus helped to reduce corporate profits after taxes. Temporary
suspension and later elimination of the investment tax credit in 1969 also helped
to weaken the corporate profits picture.

The likelihood of large capital needs during the 1970's emphasizes the impor-
tance of corporate profits and the need for internal funds. As indicated, the
ratio of corporate profits after taxes to the GNP declined sharply from its post-
war high in 1948 to the low point in 1970. There was some improvement in 1971,
but the ratio was still only about one-half the 1948 rate.

There is no fixed ratio that one can say is correct or proper. It is reasonable
to maintain, however, that the ratio should not be substantially more or sub-
stantially less than the historical average.

Even if the ratio of corporate profits to the GNP returns to its postwar high,
corporations in all likelihood will have to rely to some extent on the capital
markets for some financing, as they have had to do in the past. The problem
is that if corporate profits, or other measures of successful business perform-
ance, are not sufficiently attractive, business would find it difficult to obtain
equity funds or find it burdensome to pay the interest charges on borrowed
funds. In order to attract equity funds, of course, corporations must demonstrate
that it is profitable for investors to supply such funds. In part, business may
be caught in a circular problem.

Business could continue to rely more heavily upon debt financing as they
have had to do during the last half of the 1960’s and the first few years of the
1970’s. However, business debt has been growing faster than business activity
and debt-equity ratios have been rising. Interest costs of business also have
been rising very rapidly, reflecting the shift upward in interest rates during
the past several years. Thus, many business firms have developed a disinclina-
tion or an inability to obtain additional funds through the issuance of debt.

In summary, business requirements for capital funds during the next 5-10
years appear to be large. Corporate profits, an important source of internal
funds, have not kept pacé with the total economy, forcing business to rely more
heavily on external financing and particularly in recent years, on debt financing.
Although business has always had to rely upon external financing to some extent,
even when the relative share of corporate profits was much more favorable
than now, it has had to rely more heavily on the capital markets in recent
years. Moreover, presently high debt-equity ratios could create a financing prob-
lem for business, if they are forced to seek substantial amounts of equity capital.
Investors seek the most profitable uses for their funds and low profit margins
are not conducive to the attracting of such equity funds. Thus, it is difficult
to avoid the conclusion that increased business profitability is required if
business is to obtain the necessary funds in the years ahead, either from.
internal or external sources.

SOURCES OF NONFINANCIAL CORPORATE BUSINESS FUNDS
[Percentage distribution]

1950 1955 1961-65 1966-70 1961-70

Ol wawvwo

Internal. .o e eem e 75.2 73.9 75.7 65.7 69.5
Undistributed profits. ... ._....... 46.3 31.8 23.6 17.4 19.8
Capital consumption allowances.. 28.9 42.2 52.1 438.3 49.7

External .ol 24.8 26.1 24.3 34.3 30.5
SUOCKS . oo oo 4.7 4.7 1.4 . 3.0 2.3
BONGS. . oo e 5.4 6.9 1.6 14.8 12.
MOMEageS. oo vec e s 3.0 4.5 7.1 5.2 5.

0ans.._.. —e- 11.4 9.9 1.5 7.4 7.
[T S .3 o .8 3.9 2.
Rate of capital requirements to internal funds__._ _ 107.5 105.7 108.1 126.8 119.

1 Less than 0.1 percent.
Source: Board of Governors, Federal Reserve System.
Note: Details may not add to totals because of rounding.

Representative REuss. Senator Javits. -
Senator Javrrs. Thank you, Congressman Reuss. I would like to
profile you a partial answer. This 1s in order to raise capital in the
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market, you have to show profits. It doubles back on itself. If you don’t
have profits, nobody is going to lend you money and you will pay a lot
more for money than you otherwise should. :

Incidentally, Mr. Peterson, at the risk of belaboring the issue, I
would like to join Congressman Reuss in the urgency at the moment
in the trade field. We are in terrible trouble in this country in terms
of protectionism and isolationism. Let’s stop kidding. Unless the ad-
ministration moves in to take a strong and solid position against it,
you may have “no nothingism” sweeping the American economy.

The result will be a world depression and catastrophic unemploy-
ment in this country if legislation such as the Hartke-Burke bill be-
comes law. The moment is now. I would like to state that to you, as the
new Secretary of Commerce, unequivocally. I am deeply convinced of
it. We are in dreadful troubles since the proponents of this disastrous
legislation have been working very hard.

All this pussyfooting around about whether to send up a trade bill
tomorrow, the next day or next year, when the moment is right for
this now may cause you to miss the boat by a mile. I think the Burke-
Hartke bill has a big head of steam. That will be difficult to stop be it
this year or the next. I think the fact that the internationals and the
labor movement have gone thoroughly protectionist against the best
interests, against the interests of their workers, is an unbelievable socio-
logical development in this country

Unless the Government, representing all the people and the interest
of our total economy, stands up to it in a manly way, you are going to
run right into a difficult legislative situation that could contribute to
trade wars and world depression. We are right on the brink of it.

I don’t think you fellows know the attitude in the Congress if you
think you can, wait until the moment is propitious, when unemploy-
ment is down from 6 to 5.4 or 5.5 percent to launch a positive counter-
offensive based on a positive legislative approach. By then the whole
thing may be gone.

I'wish to sound advisedly a note of the gravest emergency on growing
protectionism, coupled with the fact, because it directly is coupled,
that productivity is down, disastrously down. There is also a deep
erosion of motivation by the American worker and because the admin-
* istration doesn’t face up to what a business administration should.

You put your finger on it, on profits. The chair argued with you. It
is a strange anomaly that Congressman Reuss, who is a very able
man, should have a blind spot on profits. The question isn’t the profits,
the question is what do you do with them. For example, there is a
disastrous situation in American pension and welfare plans which are
supposed to provide for the security of the worker, for the future, 30
million workers. Why % Because not enough money is going out of
profits into the pension and welfare fund.

There is nothing that is going to fatten the pockets of people in
Palm Beach, if you use profits to provide for better pensions, or if
you use it to create jobs, or to get abreast of modern technology, which
you are not doing.

Congressman Reuss has given you an excellent lead in the trade
area. He represents the party that controls the Congress. I hope you
will bring the message home to the White House. All the questions T
can ask are meaningless if the administration doesn’t realize that.
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All this parochialism that we are seeing—well, I look to you as a
businessman, the successor to a man I esteem so highly, as T do Senator
Percy, I look to you to be the evangelist in this Government or the
matters of fighting protectionism and improving productivity. You
haven’t a job; you have a mission.

I am serious about it, You have enough friends around here to
back you up, but you have to do something. You have to come forward
with concrete, positive proposals. If the administration is going to
play election year politics with this, which I hope and pray they won’t
do—the President certainly hasn’t done it in going to China—you
ought to do the same thing in the economic field in terms of legisla-
tion. You have to act and be bold, or you are going to be in a lot
of trouble. The other side has come forward with a bold proposal—
it is disastrous and backward looking but it is bold.

Mr. Pererson. That is an inspiring message and T trust I will be
properly inspired, Senator. )

Senator Javrrs. I have had this very much on my chest and I thank
Representative Reuss for indulging me. '

Representative Reuss. I enjoyed a good part of your statement.

Senator Javirs. On the productivity business, I think you point out
very properly our decline in the productivity level. I would like to
ask you this: What is the administration’s view, if they have one, on
the incentive to productivity which comes out of imports? Let’s re-
member the analogy that the United Kingdom is joining the Common
Market in order to put the pressure on itself; or, in other words, so
that it is subject to competitive pressures of the Common Market.

How do you relate imports to the issue of productivity in this
country ?

Mr. Pererson. Senator, in the part of my statement before you came
I made the point that there are very few businessmen that I know
that if they were honest would say they enjoyed competition or
liked it.

I think it is possible, as I indicated, to like foreign competitors
even less. But I think in those more sober moments when we reflect on
the truth of the situation, any businessman that T know worth his salt
will acknowledge that without the spur of competition we are far less
likely to take those steps to innovate in the area of new products or
to lower costs. :

To me, one of the most disastrous effects imaginable of permanent
restrictions of products into this country is that it would have two
tendencies: It would tend, first of all, to remove one of the principal
spurs to increased productivity.

Second, it would have a tendency to freeze our economy into a cer-
tain distribution of our resources, whereas, the rest of the world, over
the period of the next 10 to 20 years would be shifting its resources
into things in which it had higher productivity.

So I feel that the effects of permanent restrictions of the type you
refer to are disastrous both on the short-term, in terms of productivity,
but also on the entire structure of the American economy over the next
10 to 20 years.

Senator Javrrs. In the productivity field, we gave you $10 million
only because the administration didn’t back it. If you hadn’t had
Chuck Percy and myself in the Senate, nothing would have been done
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What recommendations are you going to make to the administration
or could you make any to us on what you really need to put on a major
productivity drive in this country?

Mr. Pererson. Senator, I am going to hide under the honest cloak of
lack of full knowledge. I will only take over the chairmanship of the
Productivity Commission when the President signs my commission
next week. So it is really too early for me to lay out a program.

I can only tell you that he has talked to me about productivity. If
you read his speech to the World Conference on 1990, I hope you were
encouraged. I will be happy to send it to you if you haven’t read it.

Senator Javrts. L have read it.

Mr. Pererson. I think compared at least to a year or two ago, there
is much more recognition today than there was a year ago that the
world is not ever going to be the same again. We are in a competitive
ball game that is truly at the Olympic level, and increased productivity
is absolutely the central part of that program. It must be.

Sengator JaviTs. My time is up, Mr. Peterson, but may I just add one
point ? :

The public relations problem that our chairman put his finger on is
to translate that into goods, not goods in a finite thing but good things,
peace, stability, as well as stabilization of the economy for the Ameri-
can worker in a normal America.

The idea is all too prevalent that all of these things you talk about
are good for the fellow who is the manager of industry, the fellow
in the front office, and don’t reach down to the humble American who is
working very hard for under $10,000 a year.

I strongly urge you to be sure that that relationship is constantly
not asserted—that is nonsense—but planned for and demonstrated.

Thank you, Congressman Reuss.

Mr. Perersox. Thank you, Senator.

Representative Reuss. Senator Percy.

Senator Percy. I would like to reiterate what Senator Javits has
said, Mr. Peterson. I know that many times the Congress is looked on
by downtown as the enemy. But in this regard, I would say categori-
cally that in the past, in my short experience in the Senate, many
times we would have had highly restrictive and dangerous trade legis-
lation if Senator Javits and I had not agreed at all times we would be
on the floor. We had an arrangement with Senator Mansfield not to
allow anything to be decided on the floor if the two of us were not
there.

So we do need strong support now in the administration and, I
think, some muscle. Restrictive trade legislation could come soon, and
the gold adjustment bill could be the vehicle on which restrictive bills
will be hung. :

We also need a lot of support in the productivity area. :

I think we should add that we have not only unanimity here in the
two parties, but when a former chief economist for Eastman Kodak
sits alongside the former chief executive for Bell & Howell, we really
have unanimity.

Mr. Pererson. I want you to know that the antitrust implications of
this do not exist.

Senator Percy. Mr. Peterson, I would like to ask you about China.
I realize some of the questions you may have to exercise executive
privilege on. I will understand it if you do.
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First, can you tell us whether trade is on the agenda of the Presi-
dent for Peking? Is it possible, do you think, that trade can be one
of the things that the President refers to as opportunities for the
future? He has made it clear that he wishes unilaterally to remove a

lot of these restrictions that we have clung to in the past, in the cold
war, and that period should be over.

What is the potential for trade with China? What can you say
about a State like Illinois? What is our potential for exports to China
and, therefore, creation of jobs in this country? What do they have
that we can buy in return ?

Mr. Peterson. First, Senator, as you indicated, the President has
taken some unilateral initiatives of his own, both last summer and
last week. I think this is the case, and I am far from a China expert
or China watcher, where in the Chinese view appropriate political
and perhaps security relationships will probably precede any major
expansion 1n trade.

But that is obviously a conjecture on my part; since we have been
forthcoming in the reduction of barriers in trade to China.

Second, I think while the long-term outlook for trade with China
is indeed a very promising one, given 800 million people and given
the enormity of their economy potential over a long period, I wonder
if I could refresh your memory, if it needs refreshing, on the amount
of exports that China accounts for in the world today.

In 1970, for example, our estimates are that China accounted for
only 0.9 percent of the world’s exports, whereas Japan, for example,
a country with one-eighth of the people, accounted for about 6 percent
of the world exports.

So we have the interesting phenomenon of a country with one-eighth
the people doing about six or seven times as much trade.

My own candid view on this is that trade is not likely to develop
into very large numbers for some time, due not only to the political
climate that I mentioned earlier, but due tc the fact that at the present
time, Senator, China is not a major exporting or importing nation.

Senator Percy. In the CIEP task force report on adjustment assist-
ance, the recommendation is made that programs of adjustment assist-
ance to communities be limited in scope. Why is this so? What sort of
limitation should be placed on the adjustment assistance programs?

Mr. Pererson. Would you repeat that again, Senator?

Senator Percy. The task force report made recommendations that
adjustment assistance programs to communities be limited in scope. In
other words, limitations should be placed on assistance to a commu-
nity or an industry affected adversely by imports.

What are your views on how far the Federal Government should
go in assisting and helping industries adversely affected by imports?

Mr. Pererson. There is no question, Senator, if I can take your last
question first, that one of the things that has happened in the trade
field is that competitive impact, as you well know, is coming harder
and faster than it did in the past and, therefore, one of the programs
that has received enormous energy in the Government is a much more
comprehensive adjustment assistance program to industries that have
been impacted. )

As far as communities are concerned, T think what that report in-
tended to say was that there is a wide variety of, as you know, regional
and community economic support activities that take place now, and
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that the impact of imports tends to be on particular companies or par-
ticular industries.

I think the view was that we should probably rely less on some of
these communitywide activities and put more of the adjustment assist-
ance effort at the industry level and at the worker level. Incidentally,
I personally feel that a good deal of adjustment assistance should be
at the worker level, because that is where the impact is the most
serious.

Senator Percy. In your report to the President recently, “The
United States and the Changing World,” you pointed out that Japan
has thought of certain industries as what are termed “throwaway”
industries, and others as “early state industrialization activities” which
do not deserve all-out Government assistance to keep them alive. Nev-
ertheless, the task force report on adjustment assistance make no such
distinction in its description of what the ideal adjustment assistance
program should be.

Would you care to comment on the adaptability of the Japanese
approach to our own adjustment assistance program %

Mr. Prrrrson. I think, Senator, as you well know, any formulation
that decides in advance that a particular industry or a particular com-
pany cannot adjust, strikes me as the kind of prescription that mortals
in Washington are really ill equipped to make.

We have too many cases of companies and impacted industries who
are doing extraordinarily well because they have been very imagina-
tive. You will recall our own experience previously where the response.
to some of this competition led the company to do things that prior to
that people thought could not have been done. Therefore, I would
personally not be inclined to make any kind of absolute judgment, that
certain companies or certain industries in advance cannot compete.

I would be inclined to look at ways of making them more produc-
tive through productivity incentives, through technological incen-
tives, through R. & D. efforts of all kinds. Then if it is in fact demon-
strated that a particular industry or company cannot compete, then
I think is the time to really look into adjustment efforts.

But I would be reluctant to be making that kind of prognosis from
Washington in advance. ,

Senator Percy. You mentioned productivity as the answer to many
of our economic problems. I would like to give you the same oppor-
tunity we have given every other witness, including Secretary Con-
nally recently, to put on the record your own support of legislative
initiatives undertaken. First, the amendment by Senator Javits to
provide $10 million to fund productivity councils and to beef up the
Productivity Commission. We were aghast to find this prestigious
Commission with only an Executive Director and a secretary,
and he was to mobilize all of America, its industry and labor, to
Increase productivity.

Do you feel this will be a major part of your work as Secretary of
Commerce, to see that we create productivity councils across the coun-
try, plant by plant, industry by industry, department by department,
1f necessary, within companies?

Mr. PereERson. In my discussions, Senator, with the President about
my new role, I was very encouraged that he put primary emphasis on
the future competitivéness of this economy.
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I think he very wisely pointed out that while we need a better mone-
tary system and we need it badly, and while we need better trading sys-
tems and need them badly, ultimately, whether we survive effectively
in this world depends on whether we can compete.

He considers, and I consider, increased productivity as the single
most important thing this country has to do in that regard. So I wel-
come your support of thisactivity.

Senator Percy. There is one other aspect to productivity. You believe
deeply in incentives and you can’t exhort workers to produce more
without saying why they should. Self-interest is a perfectly natural
thing so we put an amendment in that I worked out with Senator
Javits. He was the principal cosponsor of it and Senator Proxmire was
a principal cosponsor of it, to totally exempt from the Wage Board any -
pay increases related to productivity increases. We need guidelines.

1 established a legislative history on the floor as to what I had in
mind and, therefore, what the Congress had in mind in adopting this.
But we need guidelines laid down by the Pay Board.

I have written a followup letter to the Pay Board. It has been sev-
eral months now and we haven’t had guidelines yet. Could you use your
influence to blast those out of the Pay Board so that we can get under-
way? We have literally thousands of companies waiting to see what
they can accomplish and do in this area, and they need guidelines.

Mr. Pererson. I will be happy to use my influence, Senator, and
happy to confirm my own support of what I think your view is.

One of the reasons that I believe increased productivity is so central
is it is the only way I have been able to imagine, conceptually, that you
can meet the requirement for higher wages and price stability and the
profits that are necessary to support this capital formation. Any other
formulation leaves somebody in that triangle inadequately com-
pensated. I will be delighted to look at what guidelines can be imple-
mented, because I think the sharing of increased rewards is one of
the incentives that is needed to get labor, in particular, to be more
productive.

Quite frankly, in some of the preliminary discussions I have had
with some very able labor people, the attitude still persist about pro-
ductivity, as you well know, that perhaps what we mean by productiv-
ity is people working harder and working faster but not sharing in the
rewards. I don’t know how many of you have seen the Charlie Chaplain
movie of “Modern Times,” but I commend it to anyone interested in
this particular subject.

T think the sharing of a larger pie is an absolutely essential part of
getting the motivation required in getting more productivity in our
system.

Senator Percy. I thank you for that. No Secretary of Labor could
better try to dispel the fears. Specifically, on the floor, I said we are
not talking about piecework, the dole system, or speedups. We are
talking about overall plans developed by labor and management on
the same side of the table just as Japan has been doing for 25 years,
to our discomfort.

It is about time labor and management realized they had a lot in
common. They have to work hard. The enemy is not each other, but it
is the markets we are losing all over the world and in this country be-
cause we have not been working together.

76-150 O - 72 - pt. 3 - 6
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Thank you very much.

Representative Reuss. Senator Javits.

Senator Javits. Thank you, Congressman Reuss.

I have a letter from the Department of Commerce relating to ad-
justment assistance which indicates that the amount requested in the
budget is inadequate if you are going to do a job.

I would like unanimous consent to include that in the record. It is
signed by the Assistant Secretary for Domestic International Busi-
ness.

I would ask you, if you would, to comment on that.
Representative Reuss. Without objection, it will be received.
(The information to be furnished follows:)

THE ASSISTANT SECRETARY OF COMMERCE,
Washington, D.C., August 3, 1971.
Hon. Jacos K., JAvirs,
U.S. Senate,
Washington, D.C.

DeAR SENATOR JavirTs: During the recent hearings of the Senate Joint Eco-
nomic Committee, Subcommittee on Foreign Economic Policy, you requested Mr.
George Hildebrand, Deputy Under Secretary of the Labor Department, to ob-
tain a statement from the Department of Commerce concerning the current and
proposed expenditure of funds for the program of adjustment assistance to firms
authorized under the Trade Expansion Act of 1962.

The statement attached shows the actual expenditures for assistance to firms
during the fiscal year ending June 30, 1971, and the projection for fiscal 1972.

In response to the request for a statement concerning the amount of money
needed to deal with “the worst effects upon both business and labor of undue
concentration within a short period of time of increased imports” it is our belief
that the amount proposed to be available, $65 million, for the fiscal year 1972
will not be sufficient to cope with the full ‘impact of such developments. The
request for funds for the fiscal year 1972 submitted by the Department of
Commerce was predicated upon the qualifying conditions of the Trade Expansion
Act of 1962, which specify that injury must be related to increased imports
resulting from tariff concessions granted by the United States under trade
agreements.

There are other areas in which imports have or-may increase which cannot
be readily identified in such a causative relation but which nevertheless have
or could have had deleterious impact on domestic production and sales. The
entire problem might be encompassed under the trade legislation proposed by the
Administration to the last Congress which would have eliminated the require-
ment to relate injury from increased imports as directly resulting from tariff
concessions.

‘While it is not possible at this time to determine the total cost of such a
program, it is our estimate that a minimum of $100 million a year would be
required to meet the needs for industry assistance predicated upon the liberalized
criteria recommended by the President.

Sincerely,
ROBERT MCLELLAN,
Assistant Secretary for Domestic and International Business.
Enclosure.
DEPARTMENT OF COMMERCE

AMOUNTS OBLIGATED FOR TRADE ADJUSTMENT ASSISTANCE

Fiscal year 1971  Fiscal year 1972

Bureau of Domestic Commerce loans and loan guarantees_._____._____._.__......_. M) 2 $65, 000, 000
Economic Development Administration technical assistance_._________ . ___.______ $200, 000 2 500, 000
L Y 200, 200 65, 500, 000

t Funded by the Small Business Administration ($6,400,000 in outiays).
2 Current reguest.
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U.S. DEPARTMENT OF COMMERCE,
OFFICE OF THE SECRETARY,

Washington, D.C., March 27, 1972.
Hon. JacoB K. JaviTs,

U.S. Senate,
Washington, D.C. :

DEeAr Jack: This is in response to your letter of February 24, 1972, concern-
ing the trade adjustment assistance program. I understand a similar letter
has been sent to the Secretary of Labor and that he is communicating with you
directly regarding the adjustment assistance program as it relates to workers.
In it you asked several specific questions, and I have tried to answer each of
them in this letter.

Your first question pertains to possible inadequacies in the current provisions
of the Trade Expansion Act (TEA) that apply to trade adjustment assistance.
In my view this question gets at the heart of problems that have been encoun-
tered with this program. As you point out, the entire program is under review
both on an interagency and intradepartmental basis. Before this review is com-
plete I hesitate to make piecemeal recomendations on possible changes in the
statute- However, it is my personal feeling that there are some major deficiencies
in the law. For example :

(a) Injury criteria are too stringent, especially the criterion limiting the
availability of assistance to those cases in which injury has already occurred
and in which the injury is a result “in major part” of prior trade concessions.

(b) The TEA does not provide for methods of response to import problems that
would constitute a genuine adjustment assistance program for an industry as a
whole apart from escape-clause relief.

In addition, as I pointed out in my report “The United States in a Changing
World Economy,” the adjustment process takes time even when accelerated
by a good program of assistance. Recently some economic changes associated
with increased imports have occurred very fast. When increasing imports have
the potential to bring change faster than the adjustment system can cope with
it—and thus to bring hardship—some have suggested that temporary orderly
marketing mechanisms should be available. I believe we should explore the
possibility of developing criteria for invoking such mechanisms, and see how
these criteria can be internationalized so that such temporary protection could
be available in all countries on an equitable basis.

You also asked whether the TEA provision requiring a Commerce certification
of eligibility after the Tariff Commission or the President has already made
such a determination is “an anachronism that serves no useful purpose.” There
are two situations in the certification process that relate to your question.

First, there is no finding of injury or threat of injury to any particular firm
in cases where the Tariff Commission finds injury with respect to an industry
and the President authorizes firms within the industry to request certification
of eligibility to apply for adjustment assistance. Accordingly, the Department
of Commerce must make a thorough investigation of the facts pertinent to each
applicant firm, before determining whether the firm is eligible to apply for
adjustment assistance.

A second situation is one in which the certification of eligibility to apply
follows a Tariff Commission determination of injury upon petition of a partic-
ular firm. It can be argued with some justification in this situation that the
Department’s certification of eligibility to apply is largely pro forma. We have
recognized this. On February 18, we published in the Federal Register proposed
new regulations for the adjustment assistance program, a copy of which is en-
closed. Section 500.23 of these proposed regulations is specifically designed to
facilitate prompt certification of eligibility for individual firms that have already
been the subject of an affirmative injury finding by the Tariff Commission. You
will note that the extent of our review in such cases is limited to obtaining ade-
quate assurances that no material facts were omitted from the firm’s presenta-
tion before the Tariff Commission and that there has been no significant change
in economic circumstances affecting the firm since that time. Of course, the
statutory requirement of the TEA must be satisfied before we are justified in
spending government monies on adjustment assistance. Again, my personal view
is that a strong case can be made for changing the concept and approach to
adjustment assistance from one of adjudication to one of program management
by an Executive Department. Under the program management approach, t.he
particular agency involved would administer adjustment assistance from begin-
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ning to end. This would permit us to get a much faster jump on the problems.

Your second question relates to the time taken to process cases. As I pointed
oulg, the time lapse between application by a firm for eligibility to apply for
adjustment assistance and the certification of such eligibility depends on
whether the case stems from an injury determination with respect to the
particular firm or with respect to the whole industry. In an individual firm
case, an application to this Department for certification of eligibility to apply
will be processed promptly, generally within 20 days. We have had one case,
however, where certification was delayed until allegations of impropriety with
respect to the Tariff Commission proceedings could be reviewed by the Depart-
ment of Justice.

In cases where the Tariff Commission has made an injury finding as to the
whole industry, the time involved is much longer. In these cases, apart from the
fact that recourse to adjustment assistance is contingent upon an intervening
decision by the President that such form of relief shall be available, the findings
of the Commission with respect to the industry are not necessarily illustrative
of the situation with respect to a particular firm. We must, therefore, determine
whether the firm has been injured by the imports which the Tariff Commission
found were injuring the industry. The length of time required for such an in-
vestigation depends on many factors, including the size of the firm, the diversity
of its product line, the adequacy of its record keeping and the adequacy of the
data submitted by the firm to the Department. One such investigation took as
long as ten months, while another was completed within two months. Most cases
more closely approximate the latter than the former in the amount of time
spent on the investigation. As you know, although the trade adjustment assist-
ance program was established in 1962, our experience with processing adjustment
assistance cases only began in 1970, following the first affirmative finding by the
Tariff Commission. We are now at the point where each case no longer involves
entirely new policy considerations and I expect the time lapse between receipt
of an application for certification of eligibility to apply and the granting of assist-
ance to be even further reduced as we gain more experience.

With respect to your request for information on the total number of firms
certified as eligible to apply for adjustment assistance, 20 firms have applied to
date for certification of eligibility. Of these 20 firms, 18 have been certified
eligible; one has been denied certification and one application is currently
pending.

As to the data requested concerning recipients of adjustable assistance to
date, please see the attached table. The time period between certification of eli-
gibility to apply and certification of the firm’s adjustment assistance proposal
is set forth on this table as well.

You have requested information on the nature, scale and level of adjustment
assistance over the past five fiscal years. For the reason explained above, no
adjustment assistance was provided until Fiscal Year 1971, when two proposals
were certified and financial assistance provided through the Small Business
Administration. In Fiscal Year 1972, to date, we have committed $4,672,000 in
financial assistance from our own appropriation. With respect to technical
assistance, we committed $195,611 in Fiscal Year 1971 and $138,000 so far in
Fiscal Year 1972. Total tax assistance certified to date (all in Fiscal Year 1972)
amounted to $390,000.

Finally, you asked about the study undertaken by an inter-agency task force
on adjustment assistance. As you know, this task force was established by the
Council on International Economic Policy to develop recommendations for a
more comprehensive and effective adjustment assistance program. It is still in
draft form and has not yet been submitted to the Council. Accordingly, I cannot
specifically respond to your inquiry as to the content and timing of possible
legislative recommendations until the Council has had an opportunity to consider
the findings and conclusions of the task force. The decision whether to make
this report available to the Congress will presumably be made by the Council
after it has completed its review.
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I hope I have answered your questions. In closing, let me say that I believe
there is much we can do to broaden both the concept and delivery of trade
adjustment assistance. For example, we are now moving ahead in the Commerce
Department to give close and expedited attention to the following possibilities:

(a¢) An early action mechanism designed to spot potential import-impact
problems and to help industries and firms take prompt and responsive steps
before a critical point of economic detriment is reached.

(b) Techniques and forms of assistance that could be made available on an
industry-wide basis (e.g., funding for R&D projects of general application to
the industry). This approach, in my view, would provide a broader-gauged
response to adjustment assistance problems than that of dealing primarily with
individual firm cases, as has been the approach to date under the TEA.

(¢) Some form of adjustment assistance to communities economically de-
pendent upon firms that are heavily impacted by import competition.

I appreciate your interest in the trade adjustment assistance program and
intend to give it considerable attention in the coming months. Should you or your
staff have further questions or useful information about adjustment assist-
ance, please get in touch with me. I hope to continue to strengthen the program,
and look forward to working with you toward that end.

Sincerely,
PETER G. PETERSON,
Secretary of Commerce.
Enclosures.



Company

Industry

Amount of Certification

assistance of eligibility  Proposal submitted

Proposal
certified

Assistance provided

Emil J. Paidar Co., Chicago, Il
Benson Shoe Co., Lynn,
Louis Shoe Co., Amesbury, Mass

ASG Industries, Kingsport, Tenn
Arista Co., Winston-Satem, N.C._.
H. H. Scott, Inc., Maynard, Mass
Estey Piano Corp., Union, N.J___
Bel-Tronics Corp., Addison, It

Mass.._

Barber chairs_ .. ... ... .__
Nonr&lbber footwear .

Sheetglass. _____.__.___._.__._._.___.
Textiles/data processing._
Consumer electronics. _
Piano. ..o
Electronic components___.. .. _._.__...

$2,500,000 July 20,1971 July 29,1970 ... _____.____.
,700,000 July 21,1970 Oct.7,1970...
747,000 May 4,1971 Sept.8,1971. ... ... . . _.___

4,000,000 Sept.22,1970 Juned, 1971 ... ________.
160,000 Dec. 28,1971 X
230,000 Mar. 18,1971 Sept. 21, 1971___
11060,000 June 5,1970 February 1971._.
712,000 June 17,1971 Oct. 25,1971 . .. .....__

L S R

Aug. 20,1970
Nov. 19, 1970
Oct. 19,1971

Dec. 7,1971

Jan. 11,1972

Dec. 23,1971
Mar. 4,1971
Mar. 3,1972

Sept. 20, 1970,

Jan. 7,1971.

2d disbursement, Jan. 20,
1972.

1 ApproXimate

t of techni

provided to date. Final amount of other assistance not yet determined.
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Representative Reuss. We want to thank you very much, Mr. Peter-
son and Mr. Passer. We are glad that you are where you are and we wish
you very well.

Mr. Peterson. Thank you. -

Representative Reuss. We will now ask Professor Bernstein and
Professor Triffin to step up.

STATEMENT OF ROBERT TRIFFIN, PROFESSOR, DEPARTMENT OF
ECONOMICS, YALE UNIVERSITY

Mr. Trrerin. Congressman Reuss, I recall, in the opening section of
my statement, the untiring efforts of our committee, over a period of
more than 12 years, to prod four successive administrations to negotiate
fundamental Teforms of an international monetary system whose ob-
vious defects and unviability have been the source of multiplying and
mounting crises, culminating in its total downfall on August 15 of last

ear.
Y Hopes for a prompt negotiation of such reforms were fanned by the
Smithsonian agreement of December 18, hailed by President Nixon
as “the most significant monetary agreement in the history of the
world.”

I have racked my brains ever since to discover what might justify
such an extravagant appraisal, and I think I have succeeded. It is not,
of course, the first time, nor—alas—the last time in the history of the
world that exchange rates have been changed, or—to use the new
terminology—realined. But it is the first time that responsible officials
have candidly proclaimed that the international monetary system lay
in utter shambles, could no longer be patched up or reconstructed
on the previous basis, but would have to be totally and drastically
reformed by concerted, multilateral, agreement. This is indeed with-
out precedent in world history.

1 shall resist the temptation of simplifying my job today by merely
reading back to you my testimony before this very same committee,
more than 12 years ago, on October 28, 1959. I raised at that time the
two problems which still confront us now, that is, our persistent
balance-of-payments deficits and their relation to an anachronistic and
unviable international monetary system. I foresaw the recurrent and
mounting gold and dollar crises that would confront us if we failed
to solve these problems, and outlined the solutions that might ward off
such crises.

T concluded : “I fervently hope that we shall be able to act in time,
and to refute the disabused comment and dire prediction of a former
colleague of mine in the administration : Triffin, you are very probably
right, but, in this matter as in that of EPU, your proposals come sev-
eral years too soon, and this time I don’t honestly think you’ll get any-
where until people are shaken into action by a real crisis. Then,
maybe!”

ater events have unfortunately confirmed my friend’s judgment.
And even the growing crises, culminating in the August 15 suspen-
sion of dollar convertibility and the subsequent depreciation of the dol-
lar, have not yet moved us to negotiate and implement the long over- .
due reforms of the international monetary system which died on
August 15, after a long agony.
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Congress—and particularly your committee—cannot be blamed for
such procrastination. Twelve years ago, your committee was suffi-
ciently impressed by my representation to take, by unanimous consent
of both its Democratic and Republican members (and I quote from
Senator Douglas’ letter of transmittal) “the somewhat unusual course
of transmitting to you for your consideration and, we hope, your com-
ments, a copy to Mr. Triffin’s statement and the transcript of the day’s
hearing” to the President of the United States, the Secretary of the
Treasury, the Chairman of the Board of Governors of the Federal
Reserve System, the Managing Director of the International Monetary
Fund, and the chairmen of six congressional committees.

Responses to this “unusual” step of your committee were, alas, far
from “unusual”: the papers and suggestions were gratefully received
and would be “read” or “carefully studied” by the agencies concerned.
The only substantive comments were those of the Managing Director
of the International Monetary Fund and of the Secretary of the Treas-
ury. Neither of them could detect any real problem “under any fore-
seeable conditions” (Per Jacobsson) or “in the foreseeable future”
(Secretary Anderson).

This failed to reassure your committee, as demonstrated by your
later debates, and particularly by your decision to create a special
Subcommittee on International Exchange and Payments. This sub-
committee, under the farsighted and dynamic leadership of its Chair-
man, Henry S. Reuss, has issued since then about 25 volumes of hear-
ings and reports, and a series of recommendations, some of which—
but not all—have belatedly been adopted by successive administra-
tions.

Let me mention particularly the support given by your committee
to the establishment of the Special Drawing Rights system, but its
warning, as early as September 1968 (in a report entitled “Next Steps
in International Monetary Reform”) that the mere creation of SDR’s
would not solve the problem if supplementary—or rather complemen-
tary—measures were not taken to deal with the residue of the previous
system, that 1s, gold and dollars.

And when this oversight predictably triggered again new gold and
dollar crises, your committee recommended, on August 6 of last year,
a series of drastic measures, some—but again not all—of which were
adopted by the administration, under the pressure of events, less than
a week later, on August 15.

“THE MOST SIGNIFICANT AGREEMENT IN THE HISTORY OF THE WORLD”’

The August 15 bombshell finally brought a refreshing degree of
urgency and realism in the international negotiations dealing with the
mounting crisis in the world trade and payments system.

The agreement painfully hammered out on December 18 of last year
was hailed by President Nixon as “the most significant monetary
agreement in the history of the world”. This seems rather extravagant
praise for an agreement whose main achievement was merely another
readjustment—or, in the new terminology, “realinement”—of ex-
change rates. Exchange rates have often been “realined” in the past,
and will undoubtedly be “realined” again many times in the future.
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Yet, President Nixon may have been right, for the following rea-
sons:

1. Firstly, because the December 18 realinement was the first one
in the history of the world in which all the major exchange rates, in-
cluding the dollar rate, were readjusted realistically and simultane-
ously by international negotiation.

2. Secondly, because the surplus countries accepted, for the first time
in the history of the world, to share the burden of correcting an inter-
national disequilibrium in the network of world payments, rather than
leave it entirely to the deficit countries.

3. Thirdly and mostly, however, because the participants in the De-
cember 18 agreement recognized that they were leaving the interna-
tional monetary system in utter shambles, and officially proclaimed
that it could no longer be reconstructed on the previous basis, but
would have to be totally reformed by concerted, multilateral, agree-
ment. Such a proclamation is certainly without precedent in world
history.

Two months have gone by, however, since the December 18 call for
“prompt discussion” on what might be called phase II of the interna-
tional monetary negotiations, and a climate of complacency seems to
have replaced the sense of urgency that was then felt by all. There is
no indication as yet as to when the “prompt” discussion might even
begin. This seems to me to invite disaster. The full impact of the ex-
change-rate realinement on our merchandise account will be felt only
slowly, and our trade deficit is expected to be even larger this year
than last year. On the other hand, the expected repatrnblon of the
previous outflows of speculative capltal has, for various reasons, failed
to materialize so far. Thus, we might be faced again, in the forthcom-
ing months, with huge overflows of U.S. dollars in the exchange mar-
kets of the world.

The December 18 communique has established a theoretical floor
for the dollar at 2.25 percent below its new “central rates.” But who
will defend those rates? Who will repurchase the excess dollars that
might push its market rate below the announced floor? The com-
munique states that “it was agreed that attention should be directed
to the appropriate monetary means and division of responsibilities for
defending stable exchange rates and for insuring a proper degree of
convertibility of the system,” but no agreement is yet in sight on how
these “responsibilities” should be shared. Indeed, we are, for the time
being, disclaiming any share of responsibility Whatsoever, since the
dollar remains inconvertible not only into gold, but into any other in-
ternational assets as well.

Is it realistic to expect other countries to assume for long the full
burden of defending the exchange rate of an inconvertible paper dol-
lar? This would be tantamount to renouncing all control over their
money supply, and to putting their own money-printing press at the
disposal of U.S. policies or policy failures. Further procrastination in
reaching agreement is a sure road to new crises—like that of May 5,
when the Bundesbank suspended its purchases of dollars after swallow-
mor about $1 billion in 40 minutes of trading—and to a gradual poison-
ing of political, as well as financial, relations between the United
States and other countries.
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The “most significant monetary agreement in the history of the
world” might then be followed by a rude awakening and a relapse into
the nationalistic, “beggar-my-neighbor” policies that followed the
suspension of convertibility by Britain, 40 years ago.

PHASE II OF THE INTERNATIONAL MONETARY NEGOTIATIONS

This dangerous procrastination about phase IT of the international
monetary reforms is all the more understandable as an extraordinary
consensus emerged, at the last annual meeting of the IMF, and in
previous debates of this very committee, on the reforms needed to
restore a viable international monetary system, fair and acceptable to
all concerned.

It was agreed that the cornerstone of future convertibility should
be neither gold, nor any national currency—such as gold-convertible
or, a fortiori, an inconvertible paper dollar—but reserve accounts with
the International Monetary Fund similar to the SDR’s; that is, con-
vertible not into gold but into any currency needed for international
settlements. It was also agreed that the future role of the reserve assets
inherited from the past ; that is, gold and reserve currencies—primarily
dollars and pounds sterling—should be clearly defined and integrated
into the new system.

As far as gold is concerned, very little need be changed, at least in
the short run, to the system now in operation. Official purchases and
sales of gold by the national monetary authorities should be channeled
through the IMF, and central banks should be free to hold on to their
present gold holdings unless forced to draw on them in order to pro-
cure currencies needed to settle their deficits, In the longer run, after
confidence has been gained in the new system, one might expect central
banks to prefer exchange-guaranteed and interest-earning reserve
accounts with the IMF to sterile and costly gold hoards, and to offer
voluntarily more and more gold to the Fund for conversion into such
reserve accounts.

Ultimately, member countries might direct the Fund to dispose on
the market, at a substantial profit, of its surplus gold stocks no longer
needed for monetary settlements. There is no reason, however, to
hurry up a process that is likely to develop naturally in the course of
time, but that would be strongly resisted until full confidence has been
established in the alternative system of IMF reserve accounts.

The role of reserve currencies calls for a very different solution,
for two reasons. First of all, they must retain a role in the system as
long as reserve accounts with the IMF are not made accessible to com-
mercial banks and to private traders and investors as well as to central
banks. The latter will retain a need for so-called reserve currencies for
their stabilization interventions in the private market in defense of
the agreed floor or ceiling on permissible—even though enlarged—
exchange-rate fluctuations.

Secondly, however, the accumulation of any national currencies as
international reserves should be strictly limited to the so-called work-
ing balances needed for such day-to-day interventions in the market.
Any currencies acquired from the market and exceeding some agreed
ceiling—for example 15 percent of global reserves—should be turned
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over to the IMF, credited to the depositor’s reserve account, and
debited from the account of the issuing country.

Conversely, any currencies needed to replenish depleted working
balances should be bought from the IMF, debited from the buying
country’s reserve account, and credited to the account of the country
whose currency is bought.

In brief, reserve accounts with the IMF would be used by central
banks for international settlements in exuctly the same way as the man
in the street uses, for domestic payments, its checking account with a
commercial bank.

And working balances in national reserve currencies would be used
by central banks as dollar bills are used by the man in the street.
Excess working balances would be deposited in the country’s reserve
account just as dollar bills in excess of daily requirements are de-
posited by Tom, Dick, or Harry in his checking account. And central
banks would draw on their IMF account to reconstitute needed work-
ing balances, just as private individuals draw on their checking ac-
count to procure the dollar bills needed for their daily cash transac-
tions. ’

Such a system should be accepted as eminently fair by our trading

artners, and restore what your committee recommended (on page 2 of
its September 1968 report) : a “symmetrical adjustment mechanism
(under which) all nations experience the same type of pressure from
reserve losses when running deficits.”

Transitional provisions, however, would be needed to deal with the
huge overhang of dollar—and sterling—balances inherited from half
a century of functioning of the defunct gold-exchange standard.

Outstanding dollar—and sterling—balances in excess of agreed
“working balances” should be turned over to the Fund and credited
to the depositors’ accounts, as suggested above. But they could not,
and should not, be deducted overnight from our—or Britain’'s—IMF
reserve account. They should be held by the Fund as long-term invest-
ments, with appropriate interest earnings and exchange guarantees,
but subject only to gradual amortization over a period of, let us say,
50 years. Such amortization could be financed—or even overfinanced—
from the interest differential between guaranteed and unguaranteed
dollar obligations. Better still, and far more logical, the “overhang”
of dollars and sterling should be held by the Fund as “consols,” with
no specific maturity date, and repayable only either at our own dis-
cretion, or at the request of the IMF as and when our gross reserves
rise above a level considered as ample for the financing of temporary
deficits in our balance of payments.

These suggestions are very similar indeed to those summarized in
your September 1968 report on “Next Steps in International Monetary
Reform.” They are far simpler and more negotiable, I think, than
those of Mr. Bernstein for a “reserve settlement account.” The main
difference between Mr. Bernstein’s proposal and mine is that he tries
to merge into a single formula the use of gold and reserve currencies
in future settlements. This, however, leads to a somewhat ambiguous
definition of the title retained by each country to the assets “ear-
marked” with the Fund and, most of all, to complex calculations
making this earmarking dependent on the varying porportions of
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gold and foreign exchange assets in the reserves of the countries called
upon to settle deficits with the creditors. The end result of the two
plans, however, is broadly similar, and T am sure that Mr. Bernstein,
just as I, would be happy to leave the choice between them to be deter-
mined—as it inevitably would be—by the course of the negotiation
rather than by ourselves.

I shall touch only very briefly on two other issues on which I feel
in full agreement with your committee’s report of last August. The
first is that the expanded lending potential derived by the IMF from
the reforms proposed above should be used in support of inter-
nationally agreed objectives, such as, among others, “to increase the
flow of financial assistance to developing countries” (p. 17 of your
report). The other is that “the Treasury and the Federal Reserve
System should continue their participation in current international
discussions to develop cooperative policy tools for managing Furo-
dollar flows, and should share fully in their implementation” (page 9
of your report). The events of last year have amply demonstrated
the incapacity of national monetary authorities to deal effectively, in
the absence of such cooperative instruments, with the enormous flows
of speculative capital that can wreck all prospects for domestic, as
well as international monetary stability.

As far as exchange rate flexibility 1s concerned, I am somewhat
less sanguine than most of my academic colleagues about the actual
use that national authorities would be likely to make of merely per-
missive crawling pegs or of the enlargement of permissive exchange-
rate fluctuations around parity. Experience has amply demonstrated
the resistance opposed by trading interests to any upward currency
revaluation by persistent surplus countries.

I have long proposed myself that more symmetrical pressures for
adjustment be imposed by international agreement upon persistent
surplus countries, as they are already imposed, by the facts of life,
upon persistent deficit countries. I have suggested a “fork”—to dis-
tinguish it from the “band” proposal—mnot around par values, but
around “normal” reserve levels.

If persistent surpluses or deficits drive a country’s global reserves
well beyond, or below, normal levels, this should automatically trig-
ger consultations with the IMF on the readjustments of either domes-
tic policies, or exchange rates, or both, deemed most appropriate to
restore equilibrium in the country’s balance of payments. If these
consultations fail to produce agreement, the IMF should be empow-
ered to enjoin the countries concerned from further market inter-
ventions pushing their reserves further away from “normal,” in
defense of a clearly undervalued, or overvalued rate of exchange.
_ At this point, the floating of exchange rates, or at least their crawl-
ng, toward a more realistic level could thus be made compulsory by
the fund.

Finally, I would like to stress our own interest in an acceleration
of the immensely difficult program for monetary union on which the
countries of the European Economic Community are now engaged.

Progress along this road should greatly facilitate the forthcoming
negotiations and their effective implementation. Agreement among
the six countries of the present community, and with their prospec-
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tive new members, is obviously a prerequisite to broader agreements
in the IMF, and even in the Group of Ten.

The program outlined above calls for vastly expanded efforts to
harmonize vital policy decisions between major countries and groups
of countries. This calls for a restructuration of international organi-
zations, decentralizing the excessive responsibilities of the IMF for
the efficient functioning of the international monetary system, and
making fuller use of the regional groupings for monetary cooperation
that are emerging in various parts of the world, and particularly in
Europe, in Central and Latin America, in Asia, and in the Comecon.
Looking further ahead, such decentralizing would also help pave the
way toward the eventual reintegration of the communist countries
into the international economic and monetary community.

Let me summarize what I have said today.

The Smithsonian agreement of December 18 reflected the sense of
urgency rightly felt by all countries, following the August 15 collapse
-of the long ailing international monetary system anchored on the gold-
convertible dollar.

This sense of urgency has unfortunately been succeeded, on both
sides of the Atlantic, by complacency and proerastination about phase
II of the negotiations on international monetary reform. This is a
sure road to new crises and upheavals in the forthcoming months, since
a totally inconvertible paper dollar is unlikely to be acceptable for
long as the universal means of intervention used by central banks to
defend the new rates of exchange established on December 18.

Joint action is urgently needed to restore some form of interna-
tional convertibility of the dollar as well as of other currencies. The -
new convertibility mechanism should be anchored on reserve deposits
with IMF, rather than on gold or so-called reserve currencies, and
be essentially similar to the checking deposits with a commercial bank
used by private firms and individuals for internal payments within
each country’s borders.

The participation of the former reserve currency countries—and
particularly the United States—in such a system should require inter-
national agreement on two major issues:

1. The consolidation of the dollar—and sterling—balances overhang
inherited from more than half-century of functioning of the defunct
gold-exchange standard ;

2. Symmetrical pressures on surplus, as well as deficit, countries to
readjust more promptly domestic policies and/or exchange rates lead-
ing to persistent disequilibria in world payments.

The Joint Economic Committee of Congress should resume vigor-
ously its efforts to prod the administration to negotiate such reforms,
repeatedly advocated by the Committee over a long period of years.

I have tried to be brief, at the risk of being obscure or too elliptic.
The points I summarized for your committee today are developed
in greater detail in the articles and tables which I will submit for
the record.

Thank you.

(The articles and tables referred to above follow:)



552

HOW TO ARREST
A THREATENING RELAPSE
INTO THE 1930’s

by
Robert TRIFFIN

Published in French and in Dutch in the Bulletin of the National Bank of Belgium,
§6th year, vol. II, Nr. 8, November, 1971,
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THE PRESENT CRISIS IN INTERNATIONAL PAYMENTS

Diagnosis and prospects

In his article ¢« How to arrest a threatening velapse into the 1930y ». Professor
Triffin discusses three main themes. The present international payments situation is
untenable and is in danger of degenerating in monetary and trade guerilla warfare,
reminiscent of the 1930’s. A return to the past, and particularly to the role of the dollar
as dominant currency is unthinkable for political as well as economic reasons on both sides
of the Atlantic. It is therefore essential to negdtiate with all urgency the reorganisation of
the international monetary system. taking account of the existing balance of power, and
particularly of the existence of the European Economic Community, which will soon include
other members.  Only the rapid establishment of a European Fund for the administration
of foreign exchange and reserves can give the new European Community the instrument of a
consistent and effective policy, both within the Community and in relation to the rest of the
world, especially the dollar area.

The present international payments situation is, in Professor Triffin’s view, untenable
owing to the protectionist responses which it will arouse, by way of chain reaction, in the
various countries affected by foreign exchange uncertainties and trade restrictions. If the
danger of systematic deflation policies and competitive devaluations is less than on the
morrow of the suspension of the convertibility of sterling in September, 1931, recourse to
compensatory policies of reviving the internal economy is not certain of success, especially
in small countries highly dependent on the external market. The dangers of the situation
are made worse by the total disappearance of any generally usable and acceptable instrument
of international settlements since the suspension of the convertibility of the dollar on
15th August. In this state of affairs the different countries are induced to try to « square
the circle » by endeavouring simultaneously to avoid unacceptable exchange fluctuations and
an accumulation of inconvertible dollars.

The return to the past, which Professor Triffin regards as unthinkable, could be effected
by a return to gold or to the dollar as dominant currency. Agreement is practically general
on the impossibility and undesirability of reviving a straightforward gold standard, which
has never existed, except in the imagination of the theorists. The hazards of gold production

2-1
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could not support a rational expansion of world reserves; furthermore, it is impossible to
choose another price for gold which would make it possible, without repeated modifications,
and without sharp inflationary pressures, to supply the world appropriately with international
reserves.  The return to a system centred on the dollar as dominant currency would re-
create the difficulties inherent in such a system : so long as the dominant currency remains
convertible, balance-of-payments discipline can still be exercised, but only by means of
crises of convertibility which profoundly shake the economy of all countries and threaten the
system with collapse, as happened with the sterling standard in 193]. When it becomes
inconvertible, in law or in fact, the dominant currency is an uncontrollable instrument of
world inflation, since it compels other countries to finance without limit the external deficit
of the dominant currency country. Finally, there is no guarantee that such a system can
adjust the world stock of reserves to potential world production and trade, since the increase
in the stock of the dominant currency is left to the requirements of the policy of a single
country. It is, moreover, hard to conceive the systematic and concerted re-creation of a
system which originated in circumstances of fact, just like the sterling system which we knew
up to 1931.

The general lines of the new international monetary order, as Professor Triffin conceives
it, are to be found both at world level and at Community level. At world level, the reform
should relate principally to the composition of reserves and the adjustment mechanisms for
national balances of payments. In the matter of reserves, the special drawing rights accorded
by the International Monetary Fund should play a predominaﬁt role in future, because only
the concerted creation of liquidities by agreement among participating countries can, at
world level, adjust the world stock of reserves to needs, thus avoiding generalised situations
either of inflation or of deflation. ~The name of special drawing rights and other
unconditional rights in the Fund should, however, be changed and they should simply be
called reserve deposits with the Fund in order to avoid the quibbles in which even the
experts lose their way. The new reserve instruments should, moreover, be placed at the
service of jointly accepted objectives, instead of being allocated, as at present, on an arbitrary
scale of distribution, namely quotas in the Fund.  Finally, the voting rules in the
International Monetary Fund must be amended so that they reflect more accurately the
intervention of the different countries as lenders and not merely as potential borrowers, as
is the case at present. since voting rights depend on quotas. The substitution of special
drawing rights for gold as the pivot of the system would mean the definition of parities in
relation to special drawing rights and the effective convertibility of those rights into national
currencies.

The success of this solution would nevertheless be compromised if the traditional reserve
instruments, gold and foreign currencies, were not the subject of an agreement.  Professor
Triffin therefore proposes that the central banks should be able to retain, as an instrument
of intervention on the market, working balances which might, for example, be estimated at
15 p.c. of the reserves of each country; any surplus of foreign currency above this ceiling would
be paid to the International Monetary Fund and credited to a deposit account with the
Fund. Similarly, any country whose working balances were exhausted by stabilisation
interventions on the foreign exchange market could reconstitute them up to the ceiling of
15 p.c. of its total reserves by drawing on its deposit account with the International Monetary
Fund. Foreign currencies accumulated in the past would be retained as a long term
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investment by the International Monetary Fund. taking the form of perpetual annuities or
< Consols » guaranteed by their denomination in special drawing rights and earning interest.
The International Monetary Fund should have the right to require the debtor country
to amortize part of its consolidated debt by drawing on its deposit account. if its total
reserves increased appreciably above a normal level. which would obviate for a long time
any risk of a dollar shortage.  Precautions should be taken to prevent any evasion of
the agreed ceiling by excessive transfers of foreign currency by a central bank to its commercial
banks. Under this system, the central banks would remain free to hold in reserve the
gold which they hold today or to exchange it for deposits with the International Monetary
Fund, whose gold assets would necessarily increase for two reasons. Some countries would
have to draw on their gold reserves to settle their deficits.  And secondly, though no doubt
in the longer term, the central banks would certainly give preference over the sterile holding
of metal to an increase in their deposit assets which would.benefit both from an exchange
guarantee and from an appropriate rate of interest.

With regard to balance-of-payments adjustments, it would have to be accepted that
margins of fluctuation could become wider by allowing currencies to appreciate or depreciate
within agreed limits in response to pressures on the balance of payments. In order to
prevent a country from postponing the readjustment of its parity, Professor Triffin proposes
the rule of a « bracket » around the level of reserves which can be regarded as normal for
each country. Any variation in reserves of more than 25 p.c. in relation to this level would
be the subject of compulsory consultation with the International Monetary Fund to determine
the internal measures or adjustments of parity to be taken. If the consultations broke down,
or if the variation reached 33 p.c., the International Monetary Fund would be entitled to
limit to a specified amount, or even to prohibit aliogether, any intervention by the country in
question on the foreign exchange market, so as to compel an adjustment of the exchange
rate. In order to prevent the principle of the reform being frustrated by short term capital
movements, agreements could be concluded between international capital markets and
concerted controls could be introduced over international capital operations by banks and
big multinational companies.

At the level of the Furopean Economic Community shortly to be enlarged, Professor
Triffin recommends a concrete plan of action relating partly to exchange rates and partly to
the creation of a European Fund for the administration of reserves. What matters most for
the Community, in Professor Triffin’s view, is to establish with all urgency a range of fixed
exchange rates between members, since it is intra-Community trade which is by far the most
important for the partner countries. During a transitional period the rates would be
provisional pivot rates which could still be remedicd to correct possible future disequilibria.
The fluctuation between Community currencies would be limited to one and a half or even
one per cent, interventions being effected in Community currencies and balances being
converted into special drawing rights or any other instrument of settlement accepted by the
central banks of member countries. The European Fund which, in Professor Triffin's view,
should be created without delay, would have the task of multilateralising the credit and
settlement procedures. It would keep accounts in European units of account of the claims
and debts between European central banks resulting from interventions on the foreign
exchange markets and would enter them to the debit or credit of members. Special
agreements could also be made, which would allow deposits with. the European Fund arising
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out of credit operations between member countries. The Fund would intervene on the
dollar market of the Community by purchases and sales so as to maintain the « brackets » of
exchange rates against the dollar decided among the Community countries and, if possible.
the United States.

Professor Triffin believes that these various Community solutions are essential, as a
matter of urgency and in any event, since the world-wide reform of the monetary payments
system may take a long time, and regional agreements make it possible to halt, in a given
zone, the ravages of protectionism and competitive devaluation.  Furthermore, the working
of the international payments system will be more effective if it is based on regional entities,
the International Monetary Fund being charged solely with responsibilities which cannot be
exercised within the Community, within the group of countries under the influence of the
dollar or any other similar group.
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HOW TO ARREST A
THREATENING RELAPSE INTO THE 1930’s ?

by Robert T'RIFFIN

Introduction.

When we look at the course of events, the content of national decisions and
the succession of fruitless conferences, we may well ask ourselves today whether
the decision-makers and their counsellors have forgotten the principle that the
smooth working of payments mechanisms is an essential element in economic
development.  The crisis triggered off in mid-August has gravely disordered
the international organisation of money, which Adam Smith long ago called the
« great wheel » of the economic system.

The bloodstream has become clogged — and it is no coincidence — at the
very moment when many signs of weakness already betraved a feeble state of
health.

There is nothing new in the recognition that under-employment in the
United States and the United Kingdom coincides with a slowdown in internal
cxpansion in Japan and in many European countries, and, it goes without saying,
with a contraction of real income in the producer countries of raw materials, the
prices of which have already fallen sharply.

Neither is there anything new in the recognition that the efforts made by
the different countries, in dispersed order, to restore the level of internal
employment may be inspired by short-sighted concerns and that there will be a
constantly growing temptation to resort to dangerously self-centred proceedings.

It is all the easier to cherish the idea of applying remedies which injure
one’s neighbour since yesterday’s relative international monetary order has yielded
place to anarchy and the monetary pretext of external national equilibrium is
a convenient screen for other objectives.
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The action to be taken with all urgency is clearly apparent if the three
following fundamental propositions are accepted :

1. The present situation is untenable and becomes more and more likely
cach day to degenerate into disastrous and contagious monetary and trade guerilla
warfare, reminiscent of the 1930’s.

2. A simple return to the past is equally unthinkable, for political as much
as economic reasons. on both sides of the Atlantic.

3. It is therefore essential to negotiate with all urgency the establishment of
the basic elements of a viable international monetary order which will take
acceunt of the realities and of the existing balance of power. This new order
should. in particular, be inspired by the radical differences which characterise
the present and prospective evolution of the different economic regions, and,
very specially, of the European Community, enlarged by the accession of new
members, including the United Kingdom. Only the rapid establishment of a
European Fund for the administration of foreign exchange and reserves — or, in
the words of the Werner Plan, for monetary cooperation, — can give the new
European Community the essential instrument of a consistent and effective policy,
both within the Community and in relation to the rest of the world, especially
the dollar area (*).

1. The present situation is untenable.

The situation which we are at present experiencing is untenable on two
grounds.  First and foremost, because it is intolerable as it stands, but even more
because it is in danger of rapidly deteriorating as a result of the protectionist
responses it cannot fail to arouse, by a chain reaction, in the various countries
affected by the foreign exchange uncertainties and trade restrictions originating
from the measures taken by the United States on I5th August and their
repercussions on the economies and policies of other countries.

It would be tempting and easy to draw a parallel between the probable
aftermath of 15th August, 1971 and that — unfortunately too well known ! — of
21st September, 1931 : the formation of monetary blocs pursuing totally different
and contradictory policies — deflation in the gold bloc countries from 1931 to
1935 and after. internal revival in the sterling bloc countries, draconian controls
in the Central European countries —, competitive devaluations in a number of
countries and everywhere restrictions on trade and foreign exchange and the
collapse of the international capital market.

(*) The reader who is in a hurry or already well informed of the general aspects of the
subject is invited to concentrate his attention on section 111, B (pages 25 to 32) of this study,
which I regard as the most crucial for the purposes of action. :
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These dangers are only too real, but certain essential differences between
1931 and 1971 leap to the mind. Some of them are reassuring.  Others cannot
fail to deepen the anxieties of responsible men who contrive to retain their
lucidity in the midst of the surrounding chaos.

It is evident that there is virtually no danger of deliberate and systematic
policies of deflation and that the danger of competitive devaluations is not
immediate. but this is only meagre comfort, since « policies » are in grave danger
of being evervwhere frustrated and overtaken by events beyond the control of
national authorities acting separately in dispersed order.

"I'he signs of economic slowdown, and even of recession, were already manifest
before 15th August and have multiplied since then. Recourse to compensatory
policies for reviving the internal economy is far from being easy and certain of
success, especially in small countries highly dependent on the external market.
This recourse is likely to manifest itself partly in a surge of protectionism
and restrictions on trade and imports. designed as much to reserve the
internal market to national producers as to mitigate the repercussions of
internal revival on the balance of payments and reserves. These measures are
contagious and inevitably call for measures of defence and reprisal which
accentuate the difficulties all round.

Even more agonising for the monetary authorities is the total disappearance .
of any generally usable and acceptable instrument of international settlements.
Until yesterday, the dollar enjoyed a virtually absolute monopoly in this respect,
going far beyond the role of the pound sterling on the eve of September. 1931.
The dollar has suddenly become a paper currency, inconvertible not only into
gold, but into any other currency, special drawing rights or any other generally
acceptable instrument. Can the central banks reconcile themselves to the
further piling up of the mountains of paper dollars offloaded on to them? If
they refuse them, what will they accept in settlement of their future surpluses.
not only against the United States but against other countries? By refusing to
intervene on the foreign exchange market, will they allow their currency to
appreciate. in relation not only to the dollar but also to other currencies which
decline to accept such appreciation ?

The Secretary of the Treasury, Mr. Connally, has expressed himself in favour
of « clean floating », leaving it to market forces to determine exchange
fluctuations, without intervention by the monetary authorities, and, a fortiori,
without exchange control, double market techniques and the like. It is doubtful
whether such a recommendation will be universally followed. It might in
practice involve exchange fluctuations which undervalued. or above all,
overvalued, the currency of various countries at commercial level.  To cite only
one example, would the producers and trade unions allow the monétary
authorities of their country to let the rate of their currency appreciate conside-
rably, where such appreciation resulted not from excessively compctitive costs
and wages. but from a flood of speculative capital or capital driven out of its own
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country by a policy of artificially low interest rates? Would public opinion
and the interested parties accept recession and unemployment resulting from a
« laisser faire » attitude towards exchange rates in a world where these rates are
vitally affected by manifold political interventions and decisions which no
government is willing or able to renounce ?

These considerations explain the tightrope-walking policies followed in the
principal countries since 15th August. These countries have endeavoured to
avoid exchange fluctuations deemed unacceptable, while at the same time trying
to limit their accumulation of inconvertible paper dollars.  This attempt to
« square the circle » can only further accentuate the chain recourse to restrlctmns
and controls of foreign exchange and the capital market.

T'his disastrous spiral can be broken only by combined efforts to concert the
national policies of the principal countries to restore a commonly accepted
framework for international transactions and settlements.

II. A return to the past is unthinkable.

A. RETURN TO GOLD ?

There is virtually general agreement that it is impossible and undesirable
to revive a straightforward gold standard, which in any event never existed, except
in the imagination of the theorists. ~There is no need to dwell on this self-evident
truth, unanimously recognised today, by academic circles as well as by responsible
officials.

Whatever the level at which the official gold price might be fixed tomorrow,
the hazards of current gold production, diminished by the private purchases of
industry, the arts, dentists, hoarders and speculators, could not serve as a criterion
for the growth of the monetary reserves necessary to sustain the possible, but not
inflationary, expansion of world trade and production.  This is obvious at the
present price of § 35 per ounce, the world stock of monetary gold having increased
by only $ 6 billion over the last twenty years (§ 0.3 billion a year), $ 1 billion
over the last ten years ($ 0.1 billion a year) and having in fact fallen by $ 2 billion
over the last five years.

It would be not only difficult, but even impossible to chgose another price
(double ? treble ? fourfold ?) which would, without repeated changes of price.
ensure an appropriate future supply of international reserves. And what can be
said about the inflationary forces which would immediately be unleashed by such
a policy and about the waste of resources which might be better employed than
by digging holes in the ground in the gold producing countries and other holes
in the ground to re-inter it at Fort Knox and elsewhere ?
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When Mr. Rueff himself has renounced his old dream who would think of
reviving it ?

B. RETURN TO A DOMINANT CURRENCY ?

Beforc seeking to install deliberately, and almost at discretion, an interna-
tional payments system based on a national currency, which would be elected the
dominant currency, we must ask how the two systems of this type which the
world has known — the sterling system and the dollar system — originated and
developed, and why they collapsed.

1. The origin of the system.

The choice of the monetary system has never resulted. in the past, from the
concerted decisions of governments. Numerous conferences failed in their
efforts to negotiate an international agreement confirming either bimetallism or
the gold standard.  In the absence of such agreement, gold largely prevailed in
practice, but only as an ultimate means of settlement and accumulation of
statutory reserves.  The spontaneous evolution of international payments
imposed as a general means of settlement, as a unit for the denomination of
contracts and as an international reserve asset, the currencies of the countries
which exercised a predominant influence on world trade and which possessed
sufficiently organised money and capital markets to act as bankers for the rest of
the world.

"T'he use of such currencies, known as « key currencies », in private contracts
and settlements increasingly imposed them on the central banks themselves as a
means of intervention on the foreign exchange market with a view to preventing
excessive and undesirable fluctuations in the exchange rates. It was through the
channel of one or more dominant currencies, generally, or regionally, accepted
in exchange for their national currency that the central banks for more than
half a century conducted their stabilisation operations on the foreign exchange
market.

This technique of intervention itself is the origin of one of the considerable
. extensions of the use of dominant currencies no longer only as working balances
for these interventions, but also as reserve assets, together with gold. far in
excess of the normal level of the necessary working balances. In the 1920’
the pound sterling became the principal dominant currency for these functions
of intervention and reserves. The dollar succeeded it after 1931, and above
all, after the Second World War, and in fact acquired a virtual monopoly as
dominant currency, although the pound also continued to play an important
role in this respect in the countries of the sterling area.
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2. The development and inevitable deterioration of the system.

The observations which follow reveal a striking parallel in the historic
development of the sterling standard after the First World War and of the
dollar standard after the Second World War.  This evolution can be described
as a drama in three acts.

"I'he first act 1s marked by the ecuphoria and growing financial irresponsibility
inevitably aroused by the « exorbitant privilege » — in the words of President
de Gaulle — conferred on the dominant currency, that is to say, the facility
it enjoys of in fact being able to settle a substantial proportion of its growing
deficits, first, by the accumulation of its national currency as working balances
by private individuals, enterprises and the world’s commercial banks and,
secondly, by the banknote printing press of foreign central banks.

In the second act, the price for this facility already begins to be paid in
the emergence of economic, social and political problems.  Foreign financing
impels the overvaluation of the dominant currency : the return to the 1913 gold
parity by Great Britain in 1925, the maintenance of the gold parity of the
dollar in spite of growing deficits and the devaluation of several currencies
in relation to the dollar, the anchor-currency of the system since the Second
World War.  Important sectors of the reserve currency economy lose their
markets, and the workers lose their jobs. as a result of the shift of demand,
both on the home market and on foreign markets, to the benefit of competitors
whose currency is undervalued in relation to the dominant currency, or
— if it is preferred — who benefit from the overvaluation of that currency.
Business firms and trade unions do not care whether the balance of payments
is settled by losses of gold or by the accumulation of the country’s currency
by foreign central banks. They are irritated by the « unfair » competition
of the countries with undervalued currencies, the fall in their sales and profits
and the growing unemployment.

The recession tends to bring down interest rates and a systematic policy
of reducing rates is indicated in order to revive the economy of the dominant
currency country.  But it will still further aggravate the deficit on its balance
of payments. Great Britain, in the face of alarming unemployment on the
eve of 1931, maintained high interest rates longer than the United States, less
vulnerable, economically and financially to external pressure than Great Britain.
After the Second World War, the monopoly of the dollar had become more
absolute than that of the pound in the old days. The political influence
of the United States was — and still is — much greater. And the example
of 1931 discouraged those responsible abroad from claiming gold conversions
which the United States would have been unable to honour.

If foreign central banks had reacted to the dollar problem as they did
to the sterling problem in 1931, it would have been in 1960 or shortly after
that the convertibility of the dollar would have had to be suspended. The

8



563

dollar survived another ten years as dominant currency only thanks to the
growing acceptance of its de facto inconvertibility, which everyonc thought it
their interest not to force the United States to proclaim de jure.

In the third act of the dollar drama, as in the sterling drama, considerations
of internal policy prevail over the politically weaker imperatives of the balance
of payments and external policy. The revival of the economy is sought
by recourse to measures of protectionism and cuts in interest rates. The
deficit skyrockets with the exodus of capital in search of higher interest. Foreign
central banks had to face, in 1970 and 1971, a veritable flood of surplus dollars
and had to start thcir own printing presses rolling to redeem them on the
market and to preserve against hell and high water the parity of the dollar
against their own currencies pursuant to Article IV, section 4 (b) of the Articles
of Agreement of the International Monetary Fund.

In contrast with what happened in Great Britain in 1931, American profes-
sors and officials proclaimed to the four winds of heaven, in the penultimate scene
of their drama. their conviction that it was necessary to readjust exchange rates,
thus eliminating the disequilibria caused by the undervaluing of strong currencies
in relation to the dollar.  Such propaganda could only hasten the « dénouement »
by precipitating vast speculative movements of funds towards these currencies and
especially towards the German mark.

The gold commitments of the United States to foreign central banks thus
increased by nearly $ 20 billion between Ist January and 15th August, 1971, at
which date they had reached about § 43 billion, that is to say, more than four
times the total gold stock of the United States.

The fall of the curtain, foreseeable and foreseen for many years, could hardly
be deferred. It had at least the merit of forcing other countries, as well as
the United States, to look the situation square in the face and to recognize the
bankruptcy of a system which has to be reformed in its very foundations and not
simply patched up.

3. The inherent defects of the « dominant currency standard ».

.

Such a patching up would be hard to negotiate in vicw of the disenchantment
of the United States as well as of other ¢ountries as a result of the disastrous
cxperience through which they have just passed. The United States rejects as
an « unacceptable responsibility » and harmful to its internal economy a
mechanism denounced by the other countries as an « exorbitant privilege ».

Officials as well as academics are today agreed on the inherent and fatal
defects of the « dominant currency standard ».
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a) So long as the dominant currency remains convertible into gold. in fact
and not only in law, balance-of-payments discipline remains in the background
but can come into the limelight only at the cost of repeated and increasingly
grave crises to the system.

b) If, on the other hand, these dangers of crisis are palliated by the
inconvertibility, in law or in fact, of the dominant currency, that currency is
transformed into an uncontrollable instrument of world-wide inflation. T'he
dominant currency country finds itself withdrawn from any international
adjustment mechanism.  The richest and most highly capitalised country in the

-world finds its deficits financed in one continuous stream by the banking system
of foreign countries at a rate which attained for the United States about one
billion dollars a year during thc 1950’s, $ 2.5 billion a year during the 1960s, and

. $ 8.2 billion ($ 1.4 billion a month) in the first six months of 1971. or a total of

more than § 45 billion from the ¢nd of 1949 to the end of Junc. 1971 (').

Table 1.
Gross and net reserves of the United States, 1949 to June, 1971
(billions of dollars)
Source : Int tiongl Fi ial Statisti
Fnd of year Changes
June, 1971 "'"lt:g‘g
1949 1959 1069 1470 Tune, 1971
1. Gross reserves ........................... 26.0 21.5 17.0 14.5 13.5 |j—12.5
of which : gold ..................... 24.6 19.5 11.9 11.1 10.5)| —14.1
11. External commitments (-) ......... — 5.0 [—-15.8 [—40.7 |—42.4 |—50.6 ||—45.6
— Monetary suthorities (including
allocations of 8.D.R.) ............ — 3.2 —10.6] ~-17.1} —25.3] —36.2|| —33.0
— Commercial banks .................. — 1.8/ — 4.7 —23.6) —17.1] -—-14.4|| —-12.6
111, Net reserves :
— Monetary anthorities only ......... +22.8 [4+10.9 :— 0.1 }—-10.8 |—-22.7 ||-45.5
— Including liquid commitments to ’
commercjal banks .................. +21.0 (+ 6.2 [—23.7 |—27.9 |—37.1 |[—58.1

The dangers of such a system for the internal economy of the United States
have becn described above.  For the other countries, that system raises a funda-
mental problem, political as well as economic.  Can they condemn themselves to

(*) See, by difference, row 1 of Table 1.
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finance blindly. by the printing press of their central bank and the expansion of
credits by their commercial banks, the policy of the dominant currency country,
whatever objections they may have to that policy > The rejection of such an
abdication of national sovereignty in favour of a foreign country is perfectly well
understood in the United States which conquered its independence to the cry of
« No taxation without representation ! ».

This does not mean that national monetary sovereignties can continue to be
effectively exercised in ways which are incompatible with each other in an
increasingly interdependent world.  But the limitations or fusions of sovereignty
which are patently demanded by political realism can be conceived only through
the medium of procedures which enable each country to make its voice heard,
and not by the outright absorption of all national sovereignties by the super-
sovereignty of a dominant currency country.

¢) Finally, both under a system of convertible dominant currency and under
a system of inconvertible dominant currency, the creation — or destruction — of
world reserves is quite obviously incapable of serving its fundamental objective,
that is to say, of adjusting the world stock of reserves to the expansion potential
of world production and trade.  The growth of the stock of dominant currencies
in world reserves is left to the hazard of fluctuations even more disordered than

Table II.

Composition of world monetary reserves, 1949 to Jume, 1971
(billions of dollars)

Source : Internationgl Financial Statistica.

End of year Changes
June, 19m1l| €0d 1949
1944 1959 1969 1970 June, 1971
D O PPN 33.5 37.9 39.1 37.2 36.5 ||+ 3.0
2. Special drawing rights ............coeeet — — —_ 3.1 5.9 + 5.9
3. LM.F. reserves ..........coocoiviuninnne 1.7 3.3 6.7 7.7 6.9 + 5.2
4. Foreign currencies : 10.4 16.4 33.8 4.4 55.5 ||+45.1
DOlIArS  ..eocvverirrniiinienienennenniorans 3.2 10.1 16.0 23.9 34.3|| +81.1
Sterling  ...... 6.9 7.0 9.0 6.6 6.8 — 0.1
Eurodollars, etc. ......occovevveniinnanns 0.3 -0.8 7.4 13.9 14.4)| 4141
_Total ... 455  [57.5 78.2  [92.4 104.8 [{4-59.3
United Btates 26.0 21.5 17.0 14.5 13.5 ||—12.5
Other countries 119.5 36.0 61.2 71.9 91.2" {|4+71.7

those of the stock of monetary gold. The world’s foreign. exchange reserves
— mainly dollars and sterling — have varied over the last few years from minus
S 350 million in 1965 to plus $ 3.6 billion in 1967, plus $ 12.1 billion (§ 1 billion
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a month) in 1970 and plus § 20 billion in the first eight months of this
year ().

Everyone agrees today in recognizing that a system which permits such
absurdities is finally and irrevocably intolerable.

But what is to be done? What is to take its place ?

III. Innovatory reforms are essential.

Reform is impossible unless it starts from a generally accepted conception of
the ultimate goal.

"The following pages are devoted to tracing the outline of this ultimate goal.

But let us not be under any illusion! The creation of a new world
monetary system will call for protracted efforts and will therefore take time : the
negotiation of the concrete agreements essential to sweeping reform and their
ratification by the national parliaments will take many months, perhaps even
vears. Furthermore, the success of this negotiation is still far from certain.

But, as we have said, events are in danger of taking such a course that the
deterioration of economic relations between nations may outpace the talks on the
monetary system and may jeopardise the result of the efforts made.

We are therefore convinced that, in a first stage, which should be achieved
without delay,” we must be less ambitious and must set ourselves immediate
objectives, more limited but for that very reason, more realistic.

T'he success of this first stage is fundamental, since it will restore to interna-
tional relations a stability which is essential for the pursuit of further negotiations
with a view to achieving the more distant goal. We shall, moreover, show that
the mechanism of partial, or more accurately, of three-pronged, organisation which
we contemplate as.probable in the immediate future will be perfectly. compatible
w1th the subsequent functioning of a vaster agreement on a world:wide scale.

We shall therefore devote the end -of our-study, with the intention of
hlghllghtmg them in this way, to the actions which must be taken with all
urgency by the pr1nc1pa} countries and groups of countries to. speed up the
current negotiations and to minimise the damage which may result, in the
meantime, from the disunion of these countries in the face of the immediate and
agonising problems summed up in the first section of the present study.

(*) See row 4 of Table II.
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A. A WORLD MONETARY ORDER.

The official discussions which have been going on without interruption for
more than eight years on the essential reconstruction of the international
monetary order have finally disclosed a surprising degree of agreement on the
general lines of such a reform at world level (').

The world aspects of the reforms to be introduced relate principally to :

1. The future composition of world reserves :

a) reserves with the International Monetary Fund;
b) national currencies;
c) gold.

2. The balance-of-payments adjustmient mechanism :

a) internal adjustments of national demand and costs policies;
b) external adjustments by the adaptation of exchange rates.

1. Reserves with the International Monetary Fund.

T'he principal speeches made in the discussions at the International Monetary
Fund, last September, left no doubt as to the predominant and decisive role which
reserves with the International Monetary Fund should play in the international
monetary system of the future. Only the concerted creation of world monetary
reserves, by agreement among the participating countries, can render possible, at
world-wide level, the non-inflationary adjustment of the world stock of reserves
to the expansion potential of the world economy and trade. ~ Everyone is today
agreed on this sclf-evident truth.

The agréement on special drawing rights has opened the door to the
introduction of such a system, but needs to be completed and improved on
several points if it is to yield the expected results. I will cite four, in ascending
order of importance and urgency.

a) First of all, the appelation « special drawing rights » would be absurd to
designate the normal and general instrument of international settlements and
accumulation of reserves. It would be desirable and possible radically to
simplify a maze of legal quibbles in which the experts themselves get lost.
Special drawing rights, gold tranches, super-gold tranches and even formal lines
of credit resulting from what are called « stand-by arrangements », all contribute
to the same result, namely to ensure the holder country of the unconditional

(%) See, in particular, the statements by Mr. Schweitzer, Mr. Barber and Mr. Giscard
d’Estaing at the last annual assembly of the International Monetary Fund.
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disposal of means of international settlement, which would be quite simply
described by the term « reserve deposits » with the International Monetary Fund,
exactly comparable to the deposits which the man in the street holds in his current
account with a commercial bank or with the Post Office.

b) Secondly, the new reserve instrument created by international agreement
should be placed at the service of objectives jointly accepted by its creators. The
aim is, in fact, to review the ways and means of issuing these instruments, since the
way in which the aggregate amount, the creation of which has been accepted, is
distributed determines who shall benefit from this new currency. These
instruments are today allocated to all the members of the Fund, according to a
totally arbitrary scale of distribution — their quotas — under which the lion’s
share goes to the richest and the crumbs fall to the poor. The United States
alone receives a share practically equal to that divided among the 80 or 90 coun-
tries of the Third World described as « the developing countries ».

This distribution system results in financing the possible deficits of any
country, whatever the national policy from which those deficits originate, whether
they are unbalancing and odious to the countries called upon to finance them, or
whether they tend to restore the balance and are acceptable to all the partners.
This is an absurdity which will certainly have to be corrected one day or another.
The international community which decides on the creation of international
fiduciary reserves should also decide on thexr most appropriate use for jointly
accepted objectives. ' .

Attention has so far been mainly concentrated on one of these objectives only,
namely financial aid to the development of the Third World. This concern is
perfectly legitimate and certainly merits inclusion among the possible and
desirable uses of the system. The International Monetary Fund could, for this
purpose, use part of the creation of special drawing rights to buy International
Bank for Reconstruction and Development, International Development Associa-
tion, etc. bonds, thus enabling these institutions to step up their aid to developing
countries.

There are, however, other conceivable uses of special drawing rights which
should not be ruled out. We may cite by way of example :

1) support of policies for monetary stabilisation and the restoration of
balance-of-payments equilibrium, which remains central to the respon51b111t1es of
the International Monetary Fund; : :

2) the equalisation, or « re-circulation », of reversible, but unbalancing,
movements of private capital between the main money and capital markets, a
function which inspired the system known as the « General Arrangements to
Borrow » of the International Monetary Fund;

3) in the longer term, no doubt, when people’s minds have had time to
become familiar with such an iconoclastic proposal, the financing of other
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operations by international organisations, such as the United Nations. the World
Health Organization, etc. which merit priority, but which are short of funds.
such as the international war on pollution and the like.

It may be noted that long term uses — and even outright grants — are in
no way ruled out as soon as it is accepted that world reserves cannot fail to
increase and that the International Monetary Fund will therefore not be faced
with the problem of liquidity which arises for the commercial banks and even for
the central banks.  This principle is, moreover, already sanctioned in the present
system of drawing rights. 75 per cent of which need not be « reconstituted ».

¢) Thirdly, the acceptability of such a system and the choices imposed by
this vast range of possible uses, raise, it must be recognized, two major political
problems : the dominant role of the United States in the voting system of the
International Monetary Fund and the legal link created — no doubt by inadver-
tence — hetween special drawing rights and the gold parity of the United States
dollar.

The voting rights of the International Monetary Fund are determined
almost exclusively by the relative proportion of each national quota in the
capital of the institution. But the quota in fact measures two totally different
clements; the country’s borrowing right and its obligation to lend.  The
industrial countries of Continental Europe have been, for many years past, the
main investors in the International Monetary Fund (75 per cent of the total in

Table III

Net creditor or debtor (—) positions, and voting rights in L.M.F., August, 1971

Source : Internativnal Financial Statistios.

ST vl W

1. United States 1 ......cooovivviiiiinenininininn | 30 H 1 22
2. United Kingdom ! ......coccoiiiviiiiiiinan., — 523 - 12 9
3. Industrial Europe ........coccvveiernceninnnnns 3,315 76 22
4. Canada ... e 291 7 4
5. JAPAN  oeeveeiiiiri e 490 11 4
6. Other develope& 11113 11 SO 160 11 9
7. Developing countries .......ccoveovevinenens 310 7 31

Total ... 4,373 100 100

Offset by :

1. Assets of LM.F. in gold and 8.D.R. ...... 5,159
2. Less : undistributed profits ............... — 1786

1 Allowing for the investments and the gold deposite of the L.M.F. in the United Kingdom and the United States.
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August last) but they hold only 22 per cent of the votes, compared with 22 per cent
for the United Srates, whose proportion of loans has fallen to less than 1 per cent,
and 9 per cent for Great Britain, the principal debtor country of the Fund (*).

The accession of Great Britain and other countries to the European
Community — and, who knows, the accession of the People’s Republic of China
to the International Monetary Fund — will no doubt lessen the importance of
this problem. but it would certainly be desirable that the voting rules of the
Fund should in future be amended to take greater account — though not. of
course, exclusively — of the relative real contributions of countries (o the
financing of the institution.

A second political problem arises out of the gold definition of special drawing
rights and of a dollar which has become inconvertible, not only against gold, but
against drawing rights or any other international instrument of pavment.  So
long as the United States can maintain the legal fiction of a gold parity (§ 35 per
ounce) at which it no longer sells gold, special drawing rights remain equivalent
to the dollar and diminish in value in relation to currencies which appreciate
against the dollar.

The substitution of special drawing rights for gold as the keystone of the
system means that all currencies must define their parity and convertibility in
relation to special drawing rights. as the international « unit of account ». instead
of in relation to gold, and that this convertibility must be effective rather than
mythical, as is the case today with gold convertibility. The whole concept of
parity should be identified with the rate at which each currency is in fact
convertible into drawing rights, and vice versa.  If a country finds itself obliged
to modify its effective rate of convertibility with other currencies. upward or
downward. it could do so only by modifying at the same time its « parity » with
the S.D.R. unit.

The restoration — which, it is to be hoped, may be speedy — of the conver-
tibility of the dollar and other currencies which are today fluctuating, should
involve a devaluation — no doubt modest, say 5 per cent — of the dollar and of
the currencies tied to it. as well as a rise in certain other currencies in terms of
S.D.R.  This participation of the dollar in the realignment of the exchange
system is indispensable, not only for the reasons of political morality given
prominence by the « Nine », but also in order clearly to manifest the dissociation
of the S.D.R. unit from the dollar and to demonstrate that the S.D.R. is not
identified with currencies capable of depreciating in relation to others. It is on
this condition only that the S.D.R. can win the acceptance which is essential if it
is to serve as the normal instrument for the accumulation of reserves by the
monetary authorities of each member country of the I.M.F.

(*) See Table 111
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d) Finally, and above all, the creation of the S.D.R. system can bear fruit
only if the future role of the traditional reserve instruments — gold and foreign
currencies — in the future international monetary system is also made clear.
This has been quite obvious ever since the morrow of the Rio de Janeiro
agreement on S.D.R.  Massive conversions into gold resulted in an alarming
drain on world monetary reserves in 1967 and 1968. And in 1970 and 1971 the
world dollar reserves were inundated by a veritable tidal wave. Both of these
movencents, especially the second, frustrated the whole basis of the essential object
of adopting the S.D.R., that is to say, the adaptation of the world stock of reserves
to the recognized needs of the international economy and its dissociation from the
hazards governing both the production of and private demand for gold and the
world supply of reserve currencies through the deficit of issuing countries,
especially the United States.

2. The role of reserve currencies.

It is, however, hardly possible — or indeed necessary — entirely to eliminate
national currencies from the international reserve system.  Particularly since
business firms, private individuals and the commercial banks will everywhere
continue to hold assets from transactions in national currencies, and, by shifting
their liquid assets, will force the central banks to intervene in those national
currencies. The central banks must have at their disposal an instrument of
intervention on the market with which they buy in — in the event of a balance-of-
payments deficit — or sell — in the event of a surplus — their own national
currency.

‘The use of national currencies, largely dealt in on the market by the
commercial banks and their customers, remains indispensable for this purpose
and it is infinitely probable that the dollar will continue to play an important —
though not exclusive (*) — role in these transactions.

In order to eliminate the defects indicated above (*) in the so-called gold
standard or dominant currency standard, these holdings of national currencies as
an international reserve instrument should be rapidly reduced to this role alone,
that is to say, to the level of the « working balances » essential to finance
the stabilisation interventions of the central banks on the foreign exchange
market.

For the sake of simplifying the following reasoning, the need for working
balances is estimated at 15 per cent of the total reserves of each country (approxi-
mately equal to 5 per cent of their annual exports, on average). This figure
more or less corresponds to the proportion of foreign currencies traditionally held

(*) See below, page 30.
(?) See pages 9 to 12.
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in reserve by the countries least inclined to dccept the dominant currency
standard. namely. Belgium. the Netherlands and Switzerland.

Table IV.
Illustrative ceilings of working balances in forelgn currency
(billions of dollars)

Souree : Iaternational Financial Statistics,

3 pr. wredemies | cummeney recoioes

of 1930 export at «nd of 1970 end 1950
1. United States ...ocovvevrerveeinvenrenenenenenens 2.2 2.2 { 0.6
2. United Kingdom ...ovvervreererseeserens 1.0 0.4 1.2
3. Industrial Burope ........c.ocooiiiiviiiann 5.5 5.8 18.0
4. Canada ... 0.8 0.7 3.0
5. Japan ... 1.0 0.7 3.2
6. Other developed countries ..................... 0.9 1.3 5.0
7. Developing countries ..............c.cceeeeen.. 2.7 2.7 13.4
Total ... 14.0 13.9 +4.4

I would therefore propose that the monetary authoritics of each country
should remain free to hold in foreign national currencies up to 15 per cent only
of their total reserves. Any foreign currency in excess of this ceiling would
be immediately paid to the International Monetary Fund and credited to the
country’s reserve deposit account with the Fund (*). Conversely, a country
whose working balances in forcign currency fell excessively as a result of its
cxternal payments and the stabilisation interventions of the monetary authorities
on the foreign exchange market, could reconstitute them in whatever currency or
currencies it liked. up to the approved ceiling of 15 per cent of its total reserves
by drawing on its deposit account with the International Monetary Fund.

All national currencies paid into the Fund under this system would
normally be debited, in future, to the deposit account of the issuing country.
This would. however, prove impracticable. unjust and absurd for the vast amounts
of foreign currency accumulated in the past during more than half a century’s
operation of the gold exchange standard. The foreign currency derived from
this past accumulation would be retained as a long term investment by the
International Monetary Fund.  Ideally and logically, these investments should
take the form of perpetual annuities or Consols guaranteed against any exchange
fluctuation by being denominated in I.M.F. units of account and paying an
interest to be agreed.  The debtor country could nevertheless amortize part of its
consolidated debt by drawing on its deposit account. or could be required by the

(') But see below, pages 30 and 31.
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LM.F. 1o do so in the event of its total rescrves growing appreciably above the
normal level (*). ‘This would obviate for a long time any recurrence of a
shortage of dollars or sterling within the meaning of Article VII of the Articles
of Agreement of the Fund.

If the negotiators werc unable to agree on the technique of perpetual
anuuities. the proposed consolidation could, as an alternative be cffected in the
form of long term bonds (between 25 and 50 years ?) which would. however.
remain subject to the extraordinary amortization procedure suggestcd above.
It should be possible to finance — or more than finance — the compulsory
amortizations involved in such a solution from the diffcrence in the interest rate
on existing bonds in non-guaranteed foreign currencies and on bhonds with an
exchange guarantee under contract with the International Monetary Fund.

‘I'he obligation to convert into a deposit account with the Fund any foreign
currency in excess of the agreed ceiling (15 per cent of total reserves ?) would meet
with obvious objections if the interest rate paid on these deposits remained as low
as that at present applicable to S.D.R.  The rate should be at least doubled
(3 per cent) while remaining lower than the rate earned today on the mass of
foreign currencies held in central banks and not generally benefiting from an
exchange guarantee.

Finally, precautions should be taken to prevent any evasion of the agreed
cciling by excessive transfers of foreign currency by a central bank to its commenr-
cial banks.  As a start, a provision could be adopted similar to that introduced
for the same purpose into the Agreement for the establishment of a European
Payments Union (*) subject to progressively working out more precise criteria
of application in the light of experience.

3. The role of gold.

As for the other traditional reserve instrument, namely gold. its role will
be destined to diminish progressively in future until the day when complete
confidence in the new international system makes it possible and desirablc to
eliminate it as a reserve instrument.

This day is. however, still distant and provisional arrangements must be
made which will take account of existing realities and thc negotiating positions
of the various countries in this respect.

(') See below, pages 22 and 24.

(?) Part I, Article 4 (f) : « Each Contracting Party shall use its hest endeavours to
ensure thit abnormal balances in the currencies of other Contracting Parties are not held by
banks other than central banks or otherwise placed so that they are excluded from the
calculation of bilateral surpluses or deficits ».
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Each central bank could remain perfectly free to keep in reserve the gold
which it holds today. or to exchange it — in whole, or in part. at its own
convenience — against an increase in its deposit account with the LM.F. All
purchases and sales of gold by the monetary authorities would, however. in future
be channelled through the LM.F., as is already very largely the case today.

The gold assets of the L.M.F., which alrcady amount today to § 1.7 billion,
would inevitably increase, no doubt considerably. in the coming yvears as a result
of the three following types of transaction :

a) purchases of gold on the market or from the producer countries by the
LM.F. in the event of the market price falling below the official gold price fixed
by the Fund;

b) free payments of gold to the 1.M.F. by central banks which prefer, instead
of the sterile holding of gold, an increase in their deposit account, benefiting both
from exchange guarantees and an appropriate rate of interest;

c) sales of gold by debtor countries, obliged to sell in order to reconstitute
their working balances or their deposit account, owing to deficits incurred in their
balance of payments.

It could also be contemplated empowering the I.M.F. to make any loans
~— the use of « credit tranches » with the Fund — to deficit countries subject to
the obligation to procure at least a part of the foreign currencies requested from
the Fund against payments of gold, in the event of the country in question holding
a proportion of gold in its total reserves in excess of the average proportion of
member countries of the Fund (about one third in June, 1971).

This progressive increase in the gold assets of the L.M.F. would enable it,
if it thought fit :

a) to offer countries with the lowest proportion of gold in their total rescrves
the repayment in gold. should they so desire, of part of their deposit account;

b) to sell — at a profit — part of its gold on the market when the price is
well above the official price.

In the longer term, the ultimate success of the new system of deposit accounts
would facilitate the progressive liquidation on the private market of the gold
assets inherited from the past and which became less attractive for the central
banks than the holding of reserve deposits with the International Monetary Fund.

4. Balance-of-payments adjustments.

a) Internal adjustments.

Balance-of-payments equilibrium will certainly continue to depend mainly
on the success of national demand and costs policies.  Fiscal and monetary
policy should be aimed to adjust aggregate expenditure — private and public,
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consumption and capital investment — to the country’s production capacity,
less the exports of capital or plus the imports of capital justified by the
country’s relative level of development in relation to the rest of the world.
As for price and incomes policies, they should aim at preserving the competitive
equilibrium of business firms on the international market.

Daily adjusument is obviously out of reach in this respcct. for many reasons.
The increase or diminution in international reserves arc precisely designed
to palliate the temporary, normal and inevitable fluctuations in the overall
balance of payments without having to vesort to measures which upset the
internal equilibrium of the economy or are exaggeratedly harsh or harmful
for partner countries.

Occasional setbacks are. however, inevitable in carrying out such internal
adjustment policies.  T'he pessimism reflected at this moment by the writings
of most cconomists is no doubt excessive — judged in the light of the past —
and derives mainly from the defects, listed above, of the dominant currency
standard in its declining and dying phase.

It remains none the less true that institutions should facilitate and
accelerate, more than they did yesterday, the external adjustments which are
finally enforced in the event of the persistent failure of internal adjustment
policies, and, in particular, in the event of evident disparities between national
levels of costs and prices.

b) External adjustments.

Even assuming the total success of present efforts to readjust exchange
rates and to establish a more realistic range. new disequilibria will inevitably
arise in future and will have to be corrected more rapidly than in the past.

Current negotiations point in this respect to a certain degree of permissive
relaxation of the old system of parities. The margins of fluctuation will be
slightly widened — up to 1.5 of even 3 per cent either side of parity —
permitting currencies to rise or fall within these limits in response to pressures
exerted on the balance of payments. Some people even advocate what are
called « crawling pegs » permitting a slow and progressive adjustment of the
parities declared to the International Monctary Fund.

Whatever system is finally agreed in this respect, simple permission will
not suffice.  To cite only two examples among many others, Germany and
France no doubt unduly delayed until the end of the summer and the beginning
of the autumn of 1969, the readjustments which would have been not only
permitted, but were in fact implored. to remedy evident disequilibria.
The case of the pound sterling from 1964 to November, 1967, would be another
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example of the reluctance of the authorities to resign themselves w the exchange
adaptations rendered indispensable by the persistent failure of internal
adjustment policies.

Some economists — very few, it is true — see a panacea in the compulsory
and daily readjustment of exchange rates by the total abstention of the central
banks from intervention on the market. The market itself would dctermine
the daily level of freely fluctuating exchange rates, at the whim of supply and
demand, influenced by speculators assumed to be wiser than the country’s
monetary authoritics.

Such a suggestion — and for excellent reasons, as it seems to me — has
no chance of being adopted. It would sanction any inflationary error in
national monetary policies by the depreciation of the currency and a correlative
rise in prices. the cost of living and wages. But the subsequent correction
of such errors. or even the acceptance of deflationary policies, would be incapable.
in the world as it is today. of bringing wages down. The sanction would be,
not a fall in wages, but recession and unemployment.

Is it conceivable, moreover, that the sectors directly influenced by foreign
competition — particularly the export industries — would allow the monetary
authorities to force them into losing markets — and force their workers into
unemployment — if the appreciation of the currency resulted from the massive
inflow of capital due to speculation or the adoption of an artificially low
interest rate by another country ?

"The application of a dogmatic « laisser faire » to the foreign exchange system
is unthinkable in a world in which no government would agree to leave it to
market forces alone to determine interest rates or to renounce other and multiple
forms of intervention in the country’s finances and economy.

This does not mean that nothing should be tried to induce the monetary
authorities to correct a « fundamental disequilibrium » gravely affecting the
balance of payments and the economy of their partner countries. 1 would
propose in this connection the rule of the « bracket » on either side of normal
monetary reserves as a complement to or substitute for the « range » proposed
around agreed parities. ' '

In brief, each country would be invited to define what it regards as a
« normal » level of its monetary reserves.  Its definition would be automatically
accepted by the Monetary Fund if it corresponded to a proportion of total world
reserves equal ‘to the country’s relative importance in world trade. It is
remarkable to note in this connection that these two proportions are in fact very
close to each other for all major groups of countries and differ only moderately
even for several countries taken individually (see Table V, col. 8). Certain
adjustments would. however. be admitted, to take account, in particular, of the
vulnerability of the principal capital markets to sudden shifts of capital.
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Table V. Calculati illustrating the bracket
Source : I tional Financial
Hinports 1070 Rexcrves, end 1670 Pirocket in rloeim
e (at pos. « Normal v Actual | Difference 14 I s
bilt 0.
ol( dollars) "I’ -‘aa{m .,f(?v.n;?nfll) —— -
ofal) (billions of dollars) (hillinna of dotlars)
m @) ® @ W ] w | @ [ w
i f
I World Total ......oooovviiviiiiiiiiiiininns 292.3 100.0 81.6 92.4 92.4 ] i
A, Industrial countries . 211.4 72.8 31.1 66.8 85.7 — 1.1 16.7 I 228
1. Europe ... 135.6 46.4 30.8 12.9 41.% ; — 1.2 0.7 1.3
3. Others 75.9 26.0 31.6 24.0 24.0 — 6.0
H 1
B. Other devcloped countries : 26.9 ! 9.2 31.6 8.5 8.9 —_ i E { 2.8
1. Europe . 16.6 5.7 34.3 5.4 5.7 | + 0D 1.4 1.4
2. Others 10.3 3.5 27.2 4.2 2.8 | - 0. 0.y !
C. Third World 54.0 18.5 33.7 17.1 18.2 ER iy 5.7
1. Latin America 16.9 ! 5.8 33.7 5.4 5.7 + 0.3 1.4 1.8
3. Middle East 7.9 . 2.7 39.2 2.5 3.1 4+ 0.6 0.6 0.8
3. Other Asian countries . 19.0 ! 6.5 26.8 6.0 5.1 1 — 0.9 1.5 2.0
4. Other African countries .... 10.0 3.4 41.0 3.1 1.1 i + 1.0 u.8 1.0
- . - - 5 | p | i R
11. Greoup of Ten ....ccoooevvvieiiiiiiiinnnninns 108.78 68.3 81.3 63.1 3.6 v — 0.5 | 15.8 |
pp— P —]t. .
United States ... 1246 | 14.3 34.1 e | 14.5 + 0.7 1 P
United Kingdom . 21.78 ¢ 7.4 12.9 6.8 2.8 — 4.0 ’ 1.7
Japan ... 18.90. 5.5 25.4 6.0 4.8 - 1.2 1.5
Canada 14.52 5.0 24 1.6 W : + 0.0 1.2
Germany 29.81 19.2 45.6 9.4 13.6 + 4.2 2,4
France 19.11 6.5 26.3 6.0 5.0 ~ 1.0 1.5
Ttaly 11.94 | 5.4 35.6 4.7 5.8 + 0.6 1.2
Netherlands $3.39 4.5 24.6 1.2 3.2 | -~ 1.0 1.1 1
BL.E.U. 11.36 3.8 23.9 3.5 2.8 | - 0.7 0.9 |
Sweden 7.01 2.4 11.4 2.2 v.8 — 14l e 0.7
Switzerland 6.55 2.2 77.2 2.0 3.1 | + 3.1 i 0.5 o 0.7
| . |

Briet explanation of calculations :
Column (8) = column (8) : column (1).

Column (4) = total 92.4 X column (2) = column (1) X total 81.6 p.c. to colmmn ().

Column (8) = column (6) ~ eolumn (4).
Column (7) = column (4) Xx 1/4.
Colwinn {8) e columan (4) x 1/8.
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Once the « normal » share of each country in the world's monetary reserves
was defined by common agreement, each central bank would be allowed complete
freedom to intervene on the foreign exchange market to keep its exchange rates
within the margins agreed — and possibly enlarged. as I have noted above. But
if the persistent surpluses or deficits of a country pushed its reserves more than
25 per cent above or below the agreed « normal » reserves, the country would
have to enter into consultation with the Monetary Fund on the adjustments of
internal policy or of parity deemed nccessary to restore its equilibrium (*).

In the event of these consultations being unsuccessful and of the variation
from « normal » reaching 33 per cent. the Monetary Fund would be entitled, if
it thought neccessary, in the light of other complementary criteria to be taken
into account, to prohibit the country from any market intervention which had
the effect of increasing beyond 33 per cent the variation of its reserves from the
agreed normal level. It could also, instead of totally prohibiting such
interventions. limit them to a specified amount. or to the amounts necessary to
ensure that the exchange rate itself « crawled » within the permitted limits rather
than « jumping » in disorderly fashion.

In short. the « bracket » technique would compel recourse to the exchange
rate adaptations advocated by many economists. but only to prevent the persistent
and excessive export to other countries of national inflation or deflation. The
central banks would remain free, on the contrary, to intervene on the market
according to their own criteria, so long as the fluctuations in their reserves served
the purpose assigned to them, namely to offset temporary and moderate fluctua-
tions in their balances of payments.

Finally, it may be noted that the system would restore a desirable synunetry
between creditor and debtor countries by imposing on the former a discipline
from which — unlike the latter (*) — they can at present escape almost
indefinitely by selling their own currency on the market.

‘5. Short term capital movements.

The history of the past few years has demonstrated the magnitude which may
- be assumed by short term capital movements originated by speculation on
exchange rates or by the distortion in interest rates between the world’s leading
‘ money markets. ' ’

(!) See also page 19 and note (2).

(2) The latter are obliged to stop their interventions on the market by selling foreign
currency to redeem their own currency when their monetary reserves are excessively whittled
down to the point of being wholly swallowed up by their defence of an overvalued exchange
rate. :
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‘The gravity of the problem was, however. due to the disequilibrium.
accumulated over many years, in the balance of payments of the two dominant
currency countries — the United States and the United Kingdom — which no
longer allowed for the reform of the international reserves system suggested above.

The International Monetary Fund would, moreover, be better armed than
in the past (sce above, paragraph 3, page 14) to offset by its own investment
operations the influence of such reversible capital movements on the reserves of
its member countries.

The fact nevertheless remains that certain efforts are imperative to direct
and canalise the excessive mobility of capital connected with the spectacular
development of the Eurocurrency market and the great multinational firms.
Efforts could be made to conclude international agreements on this subject
between the leading capital markets, defining certain rules 1o be applied both
to the import and to the export of capital under the combined supervision of
the countries concerned.

The foreign credit operations — both credit and debit — of the banking
system could be subjected to certain ceilings. compulsory deposits with the central
bank. rates of taxation, etc.  Similarly, one could try to limit, by common
agreement, any massive transfer of capital by the big companies wholly
unrelated with the nature of their industrial. commercial or financial operations.

The suggestions recently put forward by Professor Robert A. Mundell in
Note Economiche (« World Inflation and the Eurodollar ») certainly merit
thorough study. So do the suggestions often repeated by Mundell and other
economists, both official and academic. advocating greater flexibility in budget
and fiscal policies as an instrument for the internal equilibrium of economies,
so as to avoid excessive and unbalancing distortions of the rates of interest
between the main capital and money markets.

B. URGENT ACTIONS AT REGIONAL LEVEL.
1. Why?

The world reforms outlined under section A above do not exhaust the list
of actions to be taken, both to carry through the reforms and to parry the
imminent catastrophes which threaten all countries.  There are four main
reasons in this connection which dictate the imperative need to speed up the
efforts at closer monetary cooperation, and even integration. which seem
politically possible at regional level. especially in an enlarged European
Community.
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a) The first and most evident of these reasons for immediate action lies in
the fact that reforms of such magnitude will take many months to negotiate and
to be ratified by morc than a hundred national parliaments. The present
situation. described as untenable in the first section of this study, threatens to
degenerate rapidly into a series of nationalist « every man for himself » actions,
reminiscent of the worst years following 21lst September, 1931.

This rot can be stopped. or even checked, only by agreements concluded
with all urgency among the countries which are prepared to do so, to avoid such
contagion.  Such agreements would be even more indispensable if the current
negotiations were to break down at world level and deliver each country to the
ravages and temptations of competitive devaluations, exchange and trade
restrictions. and chain reprisals. which would be fatal for everybody.

b) The negotiations to be opened can be not only facilitated and speeded
up, but better balanced and more effective, in so far as group agreements can be
concluded among countries already engaged in a process of regional integration,
notably in Europe and Latin America.  Such agreements will help to pave the
way for the indispensable world agreements and to ensure the more generally
acceptable discharge of the enormous responsibilities which they will inevitably
place on the International Monetary Fund.

¢) In the longer term a decentralisation or restructuration of these
responsibilities seems indispensable to the whole effectiveness of the operations
of the Fund. Why should questions have to be discussed and negotiated among
more than a hundred countries which affect only some of them and which they
are prepared to settle at regional level ?

Recourse to the world forum should be reserved for questions which cannot’
be settled at regional level.  Balance-of-payments difficulties between the
countries of the European Community can be settled among themselves, while
the Monetary Fund would be relieved of superfluous responsibilities, which
would leave it free to devote itself to the tasks which it alone can solve, that
is to say, the problems which arise between the European Community taken
as a whole and the other countries or regional groups in a world every part
of which is interdependent.

The same would apply to other groups of countries, such as those of Central
America, the Andes Group, etc. and those of Comecon. It is not, indeed,
entirely out of the question that such a restructuration and decentralisation of
the Monetary Fund could ene day facilitaie the reintegration of these latter
countries in an international monetary community less characterised than ii: the
past by the role of one or two dominant currencies.

d) Finally, this decentralisation will be imposed by the progress made
during the next few months and years towards monetary union by the countries
which have proclaimed their political determination to achieve such a union.
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The progressive application of the decisions of the Summit Conference of The
Hague will be of capital importance in this respect, in view of the weight of
the present Community, and still more of an enlarged Community. in the
international economy, trade and payments.

2. The Immediate future : The probable emergence of a three-pronged system.

The American decisions of 15th August laid in ruins the institutional
structure which served as a framework for the economic and monetary policies of
the hundred and more countries which share the world.  Their forced
adaptation and their rcactions — of cooperation and defence — to these decisions
will not await the finalisation of the world negotiations outlined above. They
will also differ considerably from country to country.

It is infinitely probable that manv developing countries, particularly in
Latin America and in Asia, will gravitate around the dollar, forming an area
recalling the sterling bloc which, some forty years ago. followed the suspension
of convertibility by the United Kingdom. These countries will continue to
anchor — even if they do not succeed in stabilising — their currency to the dollar
and to use the dollar as the main currency for external settlements, market
intervention and the accumulation of reserves. It is very possible that many
of them will prefer. even in the long term, to preserve, and even to
institutionalise, their membership of the dollar area, rather than adopt the
agreements suggested above (see section 111, A) arranging for the replacement of
reserves in a dominant currency by deposits with the International Monetary
Fund.

It is also probable that other countries in Europe, Africa and Oceania,
and even some Asian countries, will similarly turn to a monetary association.
in fact or in law, with the enlarged European Community of tomorrow.

Finally, Japan will constitute a third monetary force on its own. It is
improbable that it will tie itself formally to either of the others, and it is not
out of the question that it may attract into its orbit certain Asian countries.

During the many months which will still elapse before the finalisation of
world reforms and the restoration of lasting parities in the [.M.F., the best chance
of avoiding chaos and monetary guerilla warfare which would be disastrous for
everybody will undoubtedly lie in close political concert between these three
monetary poles.  Our hope is that the United States, Japan and Europe will,
within the shortest possible time, arrive at an approximate, presumptive and
factual stabilisation of exchange rates among themselves.  This stabilisation will,
no doubt, not rule out a certain flexibility, within jointly accepted margins, or
even fresh readjustments, subject to prior consultation. in the light of circum-
stances and the evolution of the balance of payments.
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But. in contrast with the dollar area and the yen, there is not yet any
European currency, or even a genuine currency zone or European monetary
community. This is the last problem I have to tackle and the one which seems
to me the most crucial, the most urgent and the one which can most possibly be
solved without waiting for the final result of the negotiations opened on the
world-wide scale or even for an agreement among the Europeans themsclves on
the last stages of the Werner Plan.

8. Outline of a concrete plan for immediate action by the European Community.

- a) A range of intra-European pivot rates.

The first decision to be taken, which will condition all the rest, is an urgent
agreement on a range of exchange rates among Community countries.

Such an agreement must not and cannot in any way be subordinate to an
agreement on European exchange rates in relation to the American dollar or to
any other currency outside the enlarged Community which is now in sight.  The
United Kingdom should certainly be associated with it as soon as possible.

It is esscntial at the outset to recognize clearly that the foreign exchange
relations which are most important for each of the Community currencies are
those with the other Community currencies and not with the dollar.

‘I'he United States absorbs only an average of 7.5 per cent of the exports of
the present Community countries and the whole Western Hemisphere 11.5 per
cent, while exports to the other Community countries amount to 49 per cent and
to a presumptive European zone between 70 and 75 per cent (see tow I of
Table VI).

What is thergfore of paramount importance to the Community countries is to
establish a stable range of exchange rates between the. Community currencies
themselves and not with the dollar.

It must, however, be recognized that this stability cannot be prematurely
declared irrevocable. It will certainly remain subject to revision in the light of
present uncertainties, both outside and inside the Community. It can only be
a question at this stage of establishing — in the language of the recent monetary
agreement between the Benelux countries — provisional « pivot rates » rather
than final parities. But these « rates » should be modified only by common
agreement, or by the application of commonly recognized objective criteria, such
as, for example, losses or gains of reserves or the application of agreements for
short term monetary support or medium term financial assistance for amounts
deemed manifestly excessive either by the creditor countries or by the debtors.
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Table VI,

Percentages of total exports of the

European countrles in 1970

to various prospective monetary areas

. ot : - O.E.C.D. . —
Exports 1 pExlstln.g r‘bnlnrgeﬁb OF)""tp{) nntlluerfl:iecn United States :(::f::i?:: Japan Nn:-ﬂ:zvnt Rest of the world
I

I. Existing Community ........... 48.8 55.8 69.7 74.5 ' 7.5 11.5 1.1 3.8 8.0
Germany ......cc........ls 40.1 47.8 67.6 70.3 9.1 14.0 1.6 4.3 9.8
France ......cccccovvunnnnnn. ceeen 48.3 64.1 65.7 77.1 5.3 9.1 0.9 4.1 8.9
Italy oo, 42.8 48.3 61.3 66.4 10.3 15.4 1.0 5.8 11.4
Netherlands ..................... 62.0 71.7 79.8 82.5 4.3 6.9 0.7 2.0 7.9
BLEU. ..ccoviviviiiiinnnnnn, 68.6 74.3 81.5 84.3 6.0 8.1 0.7 1.7 5.3

II. Enlarged Community ......... 42.8 51.7 66.1 71.0 8.2 12.6 1.2 3.8 11.4

III. 0.E.C.D. Europe ............... 41.1 61.7 66.1 70.9 8.1 12.7 1.2 ' 4.4 10.8

I
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b) Intra-Community payments.

The total margin of fluctuations permitted between Community currencies
would be limited, as already agreed in principle, to a maximum of 1.5 per cent
or even 1 per cent. Interventions designed to maintain these margins would
be effected, in principle, only in the Community currencies themselves.
Functionally, the main responsibility for such intervention should be placed on
the country whose currency tends to go above the agreed ceiling, since that
country can always prevent this ceiling from being exceeded by selling its own
currency in exchange for the currency which is tending to fall below the « floor »
rate.

The debtor country’s obligation to repay would be denominated in the
Community unit of account, which could only be modified by decision — by
qualified vote — of the Council of the Community, following the procedure
already accepted on the initiative of the old Agreement for the establishment of
a European Payments Union.

‘This repayment could be made, either at the request of the creditor, or on
the initiative of the debtor, in any form acceptable to both. ~ One can conceive,
for example, repayment in gold, dollars or any other mutually agreed currency,
at the prevailing market rate. in the absence of effective parities of gold or of the
relevant currency. Ideally, however, repayment should be made by the use
of normal or special drawing rights on the International Monetary Fund. [Itis
therefore particularly important in this connection, to define with all urgency,
the conditions for the p'ractical use of this procedure, at present partly paralysed
in consequence of the American decisions of 15th August.

It is, moreover, unnecessary to add that the creditor country may prefer to
postpone settlement and to retain its claim in units of account, and that the debtor
could rely on existing support or assistance agreements.

Finally, there would be great advantage in multilateralising these credit and
settlement procedures by the immediate institution of a European Fund, proposed
at The Hague by Chancellor Brandt under the name European Reserve Fund,
rechristened European Monetary Cooperation Fund in the Werner Plan and
agency for the concerted management of reserves by President Pompidou at his
Press Conference of 23rd September last.

¢) European Reserve Fund.

All claims or debts between central banks resulting from the operations
described in b) above would be entered, in units of account, to the credit or
debit of a reserve deposit account kept by each country with a joint Fund or
agency.
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These accounts could also be fed by deposits in national currencics of
member countries giving concrete form to the lines of crédit mutually opened
pursuant to agreements of monetary support or financial assistance.

One could also contemplate deposits in gold or third country currencies,
either on the initiative of the depositor country. or even — which would be highly
desirable — for an agreed proportion (20 or 25 per cent to start with ?) of the
gold and foreign currency reserves of member countries. In contrast with
deposits in Community currencies, these deposits could not be entered in the
unit of account, in the absence of prior negotiations of exchange guarantees in
that unit by the country issuing the currency deposited.

Finally. the Fund could accept deposits from non-member countries, on their
own request, particularly from countries desiring to be associated in law or in
fact with the prospective European monetary area.

d) Interventions on the dollar market.

Such a Fund could then serve as a common agency for intervention on the
dollar market at rates, or up to total amounts decided by a Board of Management.

Such a Board would, in any event, be essential to coordinate the direct
interventions of the central banks on the dollar market and to ensure that the
dollar fluctuated only in parallel with all the Community currencies.

The rates and amounts of intervention would merely be the obverse and the
reverse of the same medal. It is conceivable that the Board of Management
might fix presumptive intervention rates subject to certain ceillings as to the
maximum amount of dollars it would be necessary to buy — or to-sell — to
maintain these rates. It goes without saying that these decisions should, so far as
possible, be concerted with the principal interested party, the United States, so as
to ensure the participation of that country itself in the stabilisation of its own
currency and to avoid a return to the virtually unlimited financing of dollar
deficits by the banknote printing press of other countries (see section 11, B, above).

Some countries have referred to the danger of seeing their currencies involved
in an excessive appreciation of the dollar as a result of such Community
management decisions.

It should be pointed out in the first place that these decisions would be
Community decisions, in which all the members of tomorrow’s enlarged
Community would take part. No currency is in danger of being forced up by
the unilateral decision of the country with the strongest currency.

Finally, we would recall the considerations set out on page 28 and in
Table VI; the « weighted » exchange rate of each country with the rest of the
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world depends much more on the intra-Community exchange rates than the
dollar rate. And the intra-Community range of exchange rates should be
capable of modification, where appropriate, at the request of a country whose
balance of payments deteriorated excessively.

Congclusion.

A great deal still remains to be said to throw light on the manifold aspects
of such a complicated problem. But time does not permit. ~We must act or
perish. The agreements which may be arrived at tomorrow will certainly be
imperfect and will, in any event, have to be revised in future, in the light of the
progress or setbacks encountered by world-wide negotiations, which are essential,
but doomed to‘spread over many months.

Addressing myself today principally to the authorities of the Community
countries, I can only utter a cry of anguish in the face of the procrastinations and
quarrels which have paralysed the European Community since 15th August. In
the eyes of your peoples, who will suffer the consequence, you will tomorrow bear
the terrifying responsibility for a continued paralysis under the menacing danger
of a relapse into the « every man for himself » protectionism of the 1930’s.

Some of you blame the United States for not putting forward clear proposals
for a viable monetary order which it can accept. The Americans likewise
complain of the absence of any initiative on the part of the Community countries,
and even more, of the impossibility in which they find themselves of negotiating
effectively with a divided Community.

And yet that which unites you is infinitely greater than anything which can
still divide you.  You have expressed your agréement on the essential lines of the
Werner Plan.  The crisis triggered off since 15th August merely compels you to
speed up the first stages.

Everyone will no doubt find that the agreements which I have had the
temerity to put forward in the last section of this long, but still too short, survey,
and all those which could usefully be substituted for them, are lame in one
respect or another. Never mind if the Community you have created limps, if need
be, during the long months of world negotiations but at least let it move — or
even simply survive !

Brussels, 3rd November, 1971.
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THE INTERNATIONAL MONETARY POSITION OF THE UNITED STATES

(Statement of Robert Triffin before the Joint Economic Committee, Oct. 28, 1959,
hearings on Employment, Growth, and Price Levels)

I

Let me first apologize for being unable to offer you today more than a very
narrow contribution to the broad and fundamental policy issues debated by
vour committee. The time at my disposal was extremely short, and my only
field of competence—if any—lies in the area of our international monetary
policy, rather than in the field of domestic economic policies which is the main
concern of this inquiry.

I am very much afraid. however, that the evoution of the last 10 years has
now brought us to a point where these issues have become inextricably inter-
twined, and where we can no longer afford to ignore the impact of our domestic
policies upon our balance of payments and reserve position. I must admit that
this way of looking at things is still very unfamiliar to most of my colleagues in
the academic world, although it has recently begun to force itself upon the atten-
tion of economists in business and Government circles.

For many years after the war, our only problem in this field was to reduce
to more manageable proportions our enormous surpluses with the rest of the
world, and to find adequate means to finance them. The so-called “dollar short-
age” theory dominated economic thinking and inspired economic policy, both
here and abroad. The authors of these theories, however, and policymakers
themselves were extraordinarily slow in realizing the full extent of their own
success in dealing with the problem. Only our large gold losses of last year
finally woke us all to the fact that our balance of payments had shown persistent
deficits on overall account ever since 1949, and that our net international re-
serve position had been declining continuously at a rate of about $114 billion
over the 8 years, 1950-57. This latter figure rose abruptly to $3.3 billion
in 1958, and is likely to exceed $4 billion this year. While our gold losses have
been dammed up somewhat this year by sharp increases in interest rates, they
have nevertheless continued, and been accompanied by a further upward spiral-
ing of our short-term indebtedness abroad. Finally, and for the first time dn
many years, this country—the richest in the world, by far—is now experiencing
large and growing deficits even in its current account, i.e., its purchases of goods
and services abroad far exceed its sales to foreign countries, even though a sub-
stantial portion of these sales are financed and supported by extraordinary aid
programs, particularly in relation with the disposal of our agricultural sur-
pluses. More and more is being heard about our producers “having priced them-
selves out of the world markets.”

The situation clearly calls for an “agonizing reappraisal” of our foreign eco-
nomic policies, but we are in great danger of misinterpreting the evidence and of
taking refuge in the kind of policies which, although extremely plausible on the
surface, are not likely to be as effective as one might think in redressing our
own position and are most likely, on the other hand, to trigger off a disastrous
reversal in the postwar trend toward freer and expanding world trade.

My main attention has been directed at the international aspects of this prob-
lem. I beg your permission to introduce in evidence a paper on “The Gold
Shortage, the Dollar Glut and the Future of Convertibility” which discusses it
from that angle and which I submitted last month to the annual meeting of the
International Economic Association. T shall try to summarize today the main
conclusion and policy suggestions of that paper, but in doing so I'll attempt to
relate them more explicity to the problems of the United States, and more par-
ticularly, to the issues raised by your committee.

II

Two major questions emerge from any objective examination of our current
balance of payments and reserve position. Does the evolution of our balance of
payments on current account suggest that we may be in danger of pricing our-
selves out of the world markets? Does the evolution of our international re-
serve position suggest that we might have difficulties in maintaining the free
convertibility of the dollar at its present value in terms of gold and foreign
exchange?

76-150 O - 72 - pt. 3 - 9
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I do not pretend to be able to give you a definite answer to the first of these
two questions, but I might point out some reasons for serious concern in this
respect.

As the richest country in the world, with far-flung economic, political, and
military responsibilities, we should be able to finance a large and steady capital
outflow toward the underdeveloped countries, to help sustain their economy and
their defense establishment. With far less resources than we have, the British
estimate that they should aim for such purposes, at a current account surplus
averaging more than $1 billion a year. On a comparable basis, an average sur-
plus of, let us say, $4 billion a year in our own balance of payments would not
seem excessive. This is indeed just about the level around which our capital
exports—public and private—have fluctuated, rather narrowly, over the last 9
or 10 years. Our current account surplus, however, has long been insufficient
to cover such exports. It averaged slightly more than $2 billion over the years
195257, fell to $1.5 billion in 1958, and turned into an annual deficit rate of
more than $1 billion in the first half of this year.

Even more disturbing as an indication of our relative competitiveness in
world trade is the evolution of our current account with Western Europe. This
is the area which is most directly in competition with us in the field of manu-
factures, while our balance with the rest of the world is more responsive to
cyclical conditions and to the level of foreign aid and capital made available
to these countries. Discounting some highly abnormal movements connected
with the peak of the European boom and the Suez crisis, in 1956-57, our cur-
rent account with Western Europe has shown a pronounced and markedly un-
favorable trend ever since 1951. Our surpluses of the immediate postwar years
had thinned out rapidly even before then, falling from $35 billion a year in 1947
to $1.8 billion in 1951. They averaged less than $100 million a year in 1952-57,
and have now shifted to an annual deficit rate of $300 million in 1958 and more
than $2 billion in the first half of this year.

The combination of a relatively stable level of capital exports—about $4 bil-
lion a year—with much smaller and fast declining surpluses on current account,
turning into an actual deficit in 1959, has left us with a persistent and growing
deficit on overall account, running today at the rate of about $5 billion a year.
A small portion of this, however, is covered by long-term foreign capital exports
to the United States and by other untraceable transactions appearing as “errors
and omissions” in our balance of payments estimates. The remainder has given
risé to annual gold losses and increases in our short-term indebtedness abroad
totaling, on the average, more than $1 billion a year in 1952-57, $3.4 billion in
1958 and, at an annual rate, $3.7 billion in the first half of this year.

A continuation of this trend would clearly be untenable in the long run. It
is not to be anticipated in any case. The incipient, but strong, recovery of eco-
nomic activity in Europe and the end of the steel strike should produce some
improvement over the forthcoming months. Yet, this is most unlikely to redress
the situation fully and to bring about a reasonable and tenable equilibrium
in our overall balance of payments account, at satisfactory levels of trade and
of net capital exports by the United States to the rest of the world.

Among the policy measures which suggest themselves, two are particularly
plausible and yet likely to prove both ineffective and unwise. The first, and
most obvious one, would be a sharp curtailment of our foreign-aid programs.
The trouble with this is that such curtailment would be offset, in very large
part, by corresponding cuts in our exports. Of a total capital flow of $5.4
billion in 1958, less than $800 million went to Western Europe, and more than
$4.6 billion to the rest of the world, i.e., mostly to the underdeveloped countries.
A comparison of our capital exports to this area with our current account
surplus with it shows a high degree of correlation, as the ability of these coun-
tries to run deficits with us on current account depends primarily on the financ-
ing made available to them by our own capital exports and foreign aid. A lesser
flow of capital to them is thus likely to be matched, in very large part, by
declining purchases of U.S. exports by them, and to bring relatively little
improvement in our overall balance of payments. ) )

We must also note that most of our aid programs and official capital exports
are closely linked to political objectives which we would hardly abandon on mere
balance of payments grounds.

This may yet léave some room for so-called tied loans, ensuring that the recipi-
ents of aid use it to buy in this market rather than to add to their reserves or to
spend the dollars in other areas. This would be a palliative at best, the practical
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results of which are likely to prove disappointing as a great deal of our aid—
such as the financing of our exports by agricultural surpluses—is already tied in
this manner, or is, in any case, used in fact for purchases in the United States.

A second, and even more disastrous, line of action would be to reverse the
liberal trading policies pursued by us for more than 20 years, and which have
helped so spectacularly in the recovery and liberalization of world trade in
general. This could hardly fail to trigger off similar reactions abroad, to arrest
and reverse the current trend toward liberalization by foreign countries and to
stifle further our own export trade.

The remedies, I feel, should be sought in a different direction. First of all, the
current relaxation of world tensions may possibly enable us to reduce the terrify-
ing and disproportionate defense burdens—internal and external—which prob-
ably accounts, more than any other single factor, for the revolutionary shift in
the international dollar balance from prewar to postwar days. This is, however,
only a hope yet, and one about which I feel totally incompetent to hazard any
guess or suggestion.

We should, secondly, continue to press wgorously for the elimination of re-
maining dlscrimmatlon on dollar goods and -the further reduction of other
obstacles to trade and payments by foreign countries, particularly in Europe.
A more determined support for GATT and its efforts to outlaw unjustified
discrimination and liberalize other damaging restrictions on world trade should
also serve as a basis for greater efforts on the part of our own producers to
prospect foreign markets and expand the level of our exports.

We should, in the third place, do everything we can to encourage European
countries to assume a larger share of the burden of development financing, and
to allow the recipients to spend the proceeds of such financingin the United States
as well as in Europe itself. (This is another reason, by the way, for us to be
chary of “tying” our own lending operations any more than they already are.)
Success along these lines should probably involve some redirection of our own
programs away from bilateral assistance, and toward multilateral assistance,
such as is implicit in the present IDA project.

Fuller European participation in the financing of developmental needs seems
to me partmularly crucial at the present juncture, since I am not confident that
the various measures mentioned above will be sufficient to bring about a suffi-
ciently rapid and drastic improvement in our overall balance of payments posi-
tion. Time will be needed to restore, in a politically desirable and feasible man-
ner, full competitiveness in our external trading position. Creeping inflation
here must be arrested, while our rates of growth and productivity are stepped
up at the same time by appropriate investments in research and technology. We
should also be aided by the inevitable adjustment of foreign wage and consump-
tion levels to the steep increases in production and the large balance of payments
surpluses achieved by foreign countries over recent years. In the meantime, we
shall probably be forced to keep our interest rates high enough to retain and
attract foreign funds to this market, and to slow down somewhat our own
capital exports. While unavoidable in the short run, this policy would be diffi-
cult to reconcile with our longer run policy objectives, internally as well as ex-
ternally. The last part of my statement will come back to this point and make
concrete suggestions to help us out of this dilemma.

III

The second major question which I raised above relates to the evolution of
our international reserve position and the threat which 1t may raise for the
future stability of the dollar.

I have already mentioned the fact that the largest portion of our persistent
balance of payments deficits on overall account has been financed, year after
year, for nearly a decade, by a growing deterioration in our net reserve posi-
tion. At the end of 1949, our gold stock exceeded the liquid dollar claims of for-
eign countries by more than $18 billion. This exceedingly comfortable cushion
was already down last June to less than $3 billion. At the rate of loss experi-
enced in 1958 and eary 1959, these $3 billions would- be wiped out within a year,
and our short-term indebtedness abroad would begin to outstrip our total gold
stock.

The financial press, here and abroad, has sometlmes exaggerated the 51g'mﬁ-
cance of these figures. First of all, we are not in any danger of becoming in-
solvent as a Nation. Our gold losses and the increase in our short-term lia-
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bilities abroad are matched—and far more than matched—by the enormous
growth of our foreign investments since the war. Most of these investments,
however, are long-term investments on private account and could not be mobilized
quickly to meet any demand for foreigners for conversion of their liquid dollar
holdings into gold.

Secondly, however, there is nothing unusual or necessarily alarming, for a
country like ours, in this rough equivalence between our gold assets and the
dollar balances held abroad. Sterling was made convertible last December, and
has shown considerable strength ever since—as reflected in its persistent pre-
mium over the dollar on the exchange market—in the face of a level of foreign
sterling balances three to four times larger than the total gold and convertible
currency reserves of the United Kingdom.

The strength, and the weaknesses, of our international position cannot be
gaged from any simple formula or calculation of this sort. Account should also
be taken of our short-term, and even long-term, assets abroad, but also of other
assets held here by foreigners and which might, under certain circumstances,
be liquidated by them for reinvestment elsewhere or for repatriation to the
owners’ countries. Continued mismanagement of our own affairs might even
prompt a flight from the dollar by our own citizens and find us unwilling or
unprepared to take effective measures against it. The future of the dollar is
far less dependent on transitory fluctuations in our balance of payments than
on the maintenance of people’s confidence in our determination to preserve its
basic and still formidable strength, in our own interest as well as in the interest
of the world at large. Our capital is very high in this respect, and there is no
reason to think that it is in serious danger of being jeopardized by excessive
complacency, or dissipated by sheer irresponsibility, on the part of the monetary
and political authorities of this country.

v

Even the most successful readjustment of our overall balance of payments,
however, will leave in its wake two major problems. The first is the impact .
which such a readjustment will entail for the maintenance of an adequate de-
- gree of international liquidity in an expanding world economy. The second is
the need to protect our own economy and the freedom of our internal eco-
nomic policies against the dangers inevitably associated with the existence of
such a huge backlog of foreign short-term funds in our financial and exchange
markets. The concrete, but somewhat revolutionary suggestions presented be-
low aim at solving rationally both of these problems together. First, however,
it is necessary to state them more precisely and to replace them in their histori-
cal perspective.

The present international monetary system of the world can be sketchily
described as follows. A number of countries—particularly the old industrial
countries of Western Europe—are both anxious and able to maintain rela-
tively high levels of monetary reserves and to increase them more or less pari
passu with increases in production, money supply and international trade turn-
over. Other countries—particularly in the underdeveloped areas of the world—
are content with much lower levels of reserves and a more continuous re-
course to foreign aid and short-term capital, currency devaluation or trade
and exchange restrictions as alternative techniques of balance of payments
adjustment. Current increases in the world monetary gold stock meet only a
fraction (about one-third) of the combined demand for monetary reserves de-
fined above. Most—although not all—countries, however, have shown themselves
willing to accumulate a substantial portion of their moneitary reserves in the
form of foreign exchange rather than gold. In choosing a particular foreign
currency for this purpose, they naturally tend to select the currency that ap-
pears safest, i.e, that of a major creditor country: primarily the United King-
dom in former days, and primarily the United States today. This accumulation
of a key currency as international reserves by the rest of the world necessarily
entails a large amount of “unrequited” capital imports by the key currency
country. Coal is brought to Newcastle, from which it should be exported in-
stead. The international liquidity shortage, moreover, is not thereby relieved.
unless the key currency country allows its resulting short-term indebtedness to
grow continually and persistently at a faster pace than its own gold assets. (It
may otherwise disguise the basic gold shortage into a scarcity of the key currency
itself.) :
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This is an exact description of what has happened in fact since the war,
and a major explanation of the growing threat to our own liquity position.
We have been lending long—and even given funds away—while borrowing
short and losing gold. Foreign countries’ gold reserves and dollar holdings have
risen by $20 billion (from $15 billion to $35 billion) between the end of 1949
and the middle of this year, but only one-fourth ($5 billion) of this increase
has come from new gold production—including Russian gold sales in Western
markets. The remaining three fourths ($15 billion). were derived from our own
gold losses and increasing shortiterm labilities to foreigners.

The restoration of overall balance in the U.S. international transactions
would put an end to this process and deprive the rest of the world of the
major source, by far, from which the international liquidity requirements of
an expanding world economy are being met currently in the face of a totally
inadequate supply of monetary gold. This might trigger off tomorrow—as it
did under very similar circumstances in the early 1930’s—a new cycle of inter-
national deflation, currency devaluations, and trade exchange restrictions.

{The other problem that would be left unsolved by the readjustment of our
current balance of payments is that of the huge legacy of shont-term foreign
indebatedness inherited from the past, and the huge handicap that might be
placed thereby on sound policies for economic growth and stability of our own
economy. Such funds are extremely volatile and may, at any time, move out of our
market in response to interest rate differentials or to foreign conditions over
which we have no control.

‘The experience of the United Kingdom, in the late 1920’s and early 1930's,
is particularly eloquent in this respect. The pound had been stabilized in
1925 at an overvalued level with the help of large amounts of speculative for-
- eign funds and refugee capital, particularly from the continent, during the
period of currency depreciation that followed World War I. The dangers of
this situation were well perceived and led to various exchanges of views be-
tween Montague Norman of the Bank of England and Benjamin Strong of
the Federal Reserve Bank in New York. Both men agreed, in general terms,
that interest rates should be kept higher in London than in New York, in order to
prevent an outflow of short-term funds from the first to the latter. This soon en-
tered into conflict with domestic policy criteria in both countries. A Tise of inter-
est rates in the United States seemed highly desirable at times to slow down ex-
cessive lending here, particularly in connection with the boom in Wall Street.
Even greater pressure arose in England to ease credit conditions in order to fight
the economic stagnation and mass unemployment which plagued the British
economy in ‘the late 1920’s.

The enormous repatriation of French refugee capital after the Poincare stabili- -
zation of the French franc heralded the beginning of the end. The pound still
held out for a few years, but had to be bolstered in various ways, including urgent
pleas to the Bank of France and other central banks to refrain from converting,
at an unpropitious time, the huge amounts of sterling absorbed by them from
private traders and speculators. Some reluctant cooperation was given to the
British in answer to these pleas, and substantial exchange losses were incurred
as a result by several central banks when the pound finally devalued in Septem-
ber 1931.

A disquieting parallel could be drawn between those events and our own sit-
uation today. The extent of foreign currency devaluation since the war may
have given a competitive edge to those countries after their production potential
had recovered from the early postwar low. Some foreign currencies may now
be undervalued in relation to the dollar, as they were in relation to the pound
in the late 1920’s, Refugee capital flew here in large amounts after the Second
World War, as it had flown to London after the First World War. Some of it
may again return home, as currency conditions become definitely stabilized in
Europe. Our huge gold losses of last year were due in part to such a movement.
They have been slowed down this year by an extremely sharp rise in interest
rates, prompted by our domestic concern with ereeping inflation in this coun-
try. In this case, external and internal interest rate policy criteria happily
coincided. but they may diverge tomorrow. If any when we feel reassured about
our internal price and cost trends. we are likely to turn increasingly our atten-
tion to our laggard rates of economic growth as compared not only with Russia,
but also with most countries in Western Europe. We may wish to ease credit
and lower interest rates to spur new investments and technological progress. At
this point, however, interest rates abroad might again become more attractive
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to financial investors, and the gold dammed up this year by our high interest
rates might flow out at a rate comparable to that of 1958, or even worse.

I cannot resist quoting here an incisive remark of Suntyana, which the dynamie
Managing Director of the International Monetary Fund, Per Jacobsson, has
used most aptly in some of his recent speeches: “Those who do' not remember
the past will be condemned to repeat it.” John Steinbeck wrote in the same vein:
“The study of history, while-it does not endow with prophecy, may indicate
lines of probability.” :

My final remarks will attempt to sketch, in very succinet form, the most logical
policy answer to the two problems which I have just discussed. Those of you
whom this summary might leave both interested and unconvinced may find a some-
what more detailed presentation of these suggestions in my paper on “The Gold
Shortage, the Dollar Glut and the Future of Convertibility” and a fuller and
more technical treatment in another publication of mine on “Tomorrow’s Con-
vertibility : Aims and Means of International Monetary Policy.” *

The keystone of my proposals lies in the true “internationalization” of the
foreign exchange component of the world’s monetary reserves. The use of na-
tional currencies as international reserves constitutes indeed a totally irra-
tional “built-in destabilizer” in the present world monetary system_ It is bound
to weaken dangerously in time the key currencies—primarily sterling and the
dollar—used as reserves by other countries under this system. These difficul-
ties are then bound, in turn, to endanger the stability of the whole international
monetary superstructure erected upon these key currencies.

The logical solution of the problem is obvious enough, and would have been
adopted long ago if it were not for the enormous difficulties involved in over-
coming the forces of inertia and reaching agreement among several scores of
countries on the multiple facets of a rational system of international money
and credit creation. This is, of course, the only explanaiton for the survival
of gold itself as the ultimate means of international monetary settlements. No-
body could ever have conceived of a more absurd waste of human resources
than to dig gold in distant corners of the earth for the sole purpose of trans-
porting it and reburying it immediately afterward in other deep holes, espe-
cially excavated to receive it and heavily guarded to protect it. The history
of human institutions, however, has a logic of its own. Gold as a commodity
enjoyed undoubted advantages over other commodities that could alternatively
be used as money. The substituiton of debt or paper money for commodity money
within each country’s national borders was a ‘slow, gradual, and still recent
phenomenon in world affairs. Its extension to the inernational sphere is even
more recent and has also developed haphazardly under the pressure of circum-
stances rather than as a rational act of creation on the part of any national
or international authority. This explains the present, and totally irrational, use
of national currencies as international reserves. Yet, the proliferation of regional,
international, and supranational agencies since the war is slowly laying the
groundwork for further, and long overdue, adaptations in the international
monetary system, and particularly for the internationalization of the fiduciary
portion—foreign exchange—of countries’ monetary reserves, This portion should
be made up of international deposits rather than of national currencies.

The United States and the United Kingdom should bar the use of sterling
and dollars as monetary reserves by other countries. All countries should simul-
taneously renounce the use of these, or other, national currencies as inter-
national reserve holdings. They would be offered instead the opportunity of
keeping in the form of deposits with the International Monetary Fund any por-
tion of their reserves which they do not wish to hold in the form of gold. De-
posits with the Fund would be constituted initially by transferring to the Fund
the national currencies—primarily dollars and sterling now held as reserves by
the central banks of member countries, plus any amount of gold which they
might-also wish to exchange for such deposits.

Reserve deposits at the Fund would be as fully usable as gold itself in all
international settlements. They could be drawn upon by their holders to pro-
cure any currency needed in such settlements or for stabilization interven-
tions of central banks in the exchange market. The amounts wihdrawn would

1 Published (in English) in the June 1959 issue of the Banca Nazionale del Lavoro
Quarterly Review. This and another article on the international liauidity problem form
part of a forthcoming volume, to be published by the Yale University Press early next year.
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be merely debited from the withdrawer’s deposit account and credited to the
account of the country whose currency has been bought from the Fund.

Fund deposits would carry exchange rates and convertibility guarantees which
would make them a far safer medium for reserve investment than any national
currency holdings, always exposed to devaluation, inconvertibility, blocking, or
even default by the debtor country. They would, moreover, earn interest at a
rate to be determined, and varied from time to time, in the light of the Fund’s
earnings on its own loans and investments.

These various features, combining the earning incentive of foreign exchange
holdings with the safety incentive of gold holdings, should insure in time a large
and continuing demand for Fund deposits by central banks, once they become
sufficiently familiar with the system and confident in its management. In order
to take account of initial diffidence and inertia, however, and to guarantee the
system against the vagaries of sudden and unpredictable shifts between gold
holdings and Fund deposits, all members should undertake to hold in the form
of Fund deposits a uniform and agreed proportion of their gross monetary re-
serves. They would be entitled, but not compelied, to convert into gold at the
Fund any deposits accruing to their account in excess of this minimum require-
ment.

A minimum deposit ratio of 20 percent would probably be ample to initiate
the new system, and would substiute for the present, exceedingly complex and
rigid, system of IMF quotas. This ratio might have to be increased in time,
however, in order to provide adequate lending power to the Fund and to insure
beyond any shadow of doubt the full liquidity and convertibility of Fund de-
posits necessary to make them as unquestionably acceptable by all courtries as
gold itself in all international settlements. On the other hand, prudent manage-
ment of the system would, in all likelihood, make it unnecessary to resort to
compulsion for that purpose, as member countries’ own interests would lead
them to maintain with the Fund, rather than in gold, 2 much larger proportion
of their total reserves than the minimum percentages imposed by the Fund.

The major objection to this proposed reform in the Fund’s operations would
be the same as that raised against the Keynes plan for an International Clear-
ing Union. Such a system would endow the Fund with a lending capacity which,
if improperly used, might impart a strong inflationary bias to the world economy.
This is no reason, however, to fall back upon a system whose deflationary bias
can only be combatted through an ever-increasing dependence upon the hap-
hazard constituion of reserves in the form of national curréncies, and an in-
creasing vulnerability to unfavorable developments in one or a few key coun-
tries. The threat of inflationary abuses can be guarded against far more simply
and directly by limiting the Fund’s annual lending authority to the amount
necessary to preserve anadequate level of international liquidity. )

Various alternative criteria could be retained for this purpose. The simplest
one might be to limit the Fund’s net lending, over any 12 months period, to a
total amount which would, together with current increases in the world stock
of monetary gold, increase total world reserves by, let us say, 3 to 5 percent
a year. The exact figure could not, of course. be determined scientifically and
would, in any case, depend in practice upon the compromise between divergent
national viewpoints which would emerge from the negotiation of the new Fund
agreement. A reasonably conservative solution would be to retain a 3 percent
figure as definitely noninflationary, and to require qualified votes (two thirds,
three fourths, and ultimately four fifths of the total voting power, or even
unanimity) to authorize lending in excess of 3, 4. or 5 percent a year.

Assuming, for instance, that monetary gold stocks continue to increase by
$700 million 'or $800 million a year, the Fund’s annual lending quota based on
a 3 percent rate could be roughly estimated today at about $800 million to
$900 million. A 4 percent rate would raise this to about $1.4 billion, and 5
percent to about $2 billion a year. These estimates would rise gradually, but
slowly, with further increases in world reserves. They could decrease as well
as increase. on the other hand. with future fluctuations in the current additions
to the world monetary gold stock.

The Fund’s lending oprations, moreover, should be no more automatic than
they are at present, and this discretion should enable it to exercise a considerable
influence upon members to restrain internal inflationary abused. The experience
acquired in the 12 years of operation of the Fund is extremely valuable in this
respect. Fund advances should continue to require full agreement between the
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Fund and the member with relation not only to the maturity of the loan, but
also to the broad economic and financial policies followed by the member to insure
long run equilibrium in its international transactions without excessive recourse
to trade and exchange controls. The recent standby techniques of lending might,
in addition, be supplemented by overdraft agreements, to be renewed at frequent
intervals, and guaranteeing all members in good standing rapid and automatic
Fund assistance in case of need, but for modest amounts and with short-term
repayment provisions. These overdraft agreements would be primarily designed
to give time for full consideration of a request for normal, medium-term, loans
or standby agreements, and would be guaranteed by the country’s minimum de-
posit obligation.

A second broad category of Fund lending would take the form of investments
in the financial markets of member countries. These operations would be de-
cided at the initiative of the Fund itself, but always of course in agreement
with the monetary authorities of the countries concerned. Such agreement would
be necessary in any case to attach to these investments the same guarantees
against exchange and inconvertibility risks as those which protect the Fund’s
own deposit liabilities. :

The first investments of this character would be imposed upon the Fund by
its absorption of the outstanding national currency reserves transferred to it by
members in exchange for Fund deposits. The bulk of these reserves would be in
the form of bank deposits, acceptances and Treasury bills previously held by the
central banks themselves in New York and London. The Fund would have no
immediate need to modify the pattern of these investments, but should be im-
powered to do so, in a smooth and progressive manner, insofar as useful for the
conduct of its own operations. This purpose would be served by giving the
Fund an option—which it would not necessarily wish to use every year—of
liquidating such investments at a maximum pace of, let us say, 5 percent annually.
The resources derived from such liquidation would normally be reemployed in
other markets whose need for international capital is greater than in the United
States and the United Kingdom. A portion of such investments might even be
channeled into relatively long-term investments for economic development through
purchases of IBRD bonds or other securities of 'a similar character.

The acceptance of the basic reforms proposed above should eliminate all exist-
ing balance of payments grounds for permissible discrimination under the GATT.
This should constitute a powerful incentive for U.S. support of these proposals,
as the United States has long been the main target of such diserimina-
tion by other countries.

The gradual liberalization of remaining trade, exchange, and tariff restrictions
could also be given a new impetus by these reforms if they were allied to a con-
tinuous and worldwide negotiation of reciprocal liberalization commitments, sim-
ilar to that successfully undertaken regionally by the OEEC on the basis of the
EPU agreement. Prospective credit assistance by the Fund to countries in dif-
ficulty should help spur the acceptance and implementation of such commitments
by members. Yet the OEEC experience also suggests that members will insist
on retaining the right to’ invoke escape clauses whenever such assistance is
either insufficient or inappropriate to meet their deficits. As in OEEC, a joint
examination of the overall policies followed by the member should be undertaken
in such cases and lead to agreed proposals for monetary rehabilitation and sta-
bilization and for the restoration of the liberalization measures reciprocally ac-
cepted by all Fund members. Ideally, the Fund should be given the right to dis:
allow, after 1 year, for instance, continued recourse to such escape clauses if it
deems them to be no longer justified. Such a decision might entail automatically
the right for the country in question to allow fluctuations in its exchange rate as
long as its gross reserves remain inferior to, let us say, 30 percent of annual
imports. ’ .

Finally, some fundamental reforms in the cumbersome administrative ma-
chinery of the Fund have long been overdue. Greater efforts should be made to
preserve effective contacts at all levels between the Fund and the national ad-
ministrations of its members. Periodic meetings of high-level representatives
currently entrusted with monetary policy in their own country should deter-
mine the broad lines of the Fund’s policy and the limits within which decisions
can be delegated to permanent representatives or to the Fund’s management it-
self. The OEEC and EPU experience should serve as an invaluable guide in
shaping up such reforms in more concrete terms.
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These and other questions cannot be fruitfully explored here. Actual possi-
bilities for agreement can only be discovered through the process of international
negotiations itself. A number of compromises and adaptations in the broad and
bold aims and techniques suggested here could undoubtedly prove necessary to
reach such an agreement. A number of these adaptations should probably be
directed at decentralizing the heavy responsibilities placed here upon the IMF,
by transferring to some existing or prospective regional groups—such as the Bu-
ropean Economic Community, the sterling area, or the European Economic Asso-
ciation—the handling of all international settlements and financial assistance in-
volving only the use of their own members’ currencies.

V1

May I close with a few words about the advantages and disadvantages which
such a reform would entail for the United States itself.

Its major advantage emerges clearly, I hope, from our previous discussion.
The United States would no longer have to bear the burden and court the dan-
ger, inseparable from the use of the dollar as a reserve currency by other coun-
tries. This would, it is true, deprive us of unrequited capital imports which
have, in the past 10 years, allowed us to carry a heavier burden of foreign
lending and aid programs than we could have financed otherwise. We would
now have to share these responsibilities—and the political influence that might
accompany them—with other countries, through processes of multilateral deci-
sion making which would, at times, be irritating and frustrating. We would,
on the other hand, have consolidated in the hands of the Fund a large portion
of highly volatile foreign funds, whose sudden and unpredictable outflow might
otherwise unleash, at any time, an unbearable drain on our gold reserves. -
Most of all, we would have shed thereby the straitjacket which the need to pre-
vent such an outflow would impose upon monetary management and interest
rates in this country, whenever the success of our price stablization efforts
allows us to give primary consideration once more to the furtherance of maxi-
mum feasible rates of employment and economic growth,

A second and closely related consideration is that these reforms would put
an end to an absurd situation under which we have been in practice—with
only minor exceptions—the sole net lender in the IMF, in spite of our per-
sistent deficits and of the equally persistent and huge surpluses accumulated over
the last 10 years by other IMF members. We would, moreover, be able for the
first time to obtain ourselves assistance from the IMF—through the more
flexible procedure of IMF investments rather than loans—without triggering off
the dangerous psychological reactions which would now accompany a U.S. re-
quest for assistance. The IMF itself would need to look for safe invest-
ment outlets for its expanded resources, particularly during the initial years of
the new system, and this would fit in particularly well with our own need to
buy the time necessary for effecting, in as smooth a manner as possible—in the -
interest of other countries as well as in our own—the readjustment of our cur-
rent overall balance of payments deficits.

These I think, are the essential considerations that should guide us. I should
mention, however, two other points of a more technical character, but which
may still be of interest to this committee.

Our minimum deposit obligation in this new IMF can be calculated approxi-
mately, on the basis of our current position, as in the neighborhood of $4.3 bil-
lion, which is just about equal to our present Fund quota. About half of this
obligation would be discharged by counting as part of our required deposit the
$2.1 billion of net claims on the Fund accumulated by us as a result of our gold
contribution to the Fund’s capital and of the Fund’s use of our local currency
subseription in its lending operations. The other half, however, would have to
be paid in gold, but the IMF would also cancel about $2 billion of demand
deposits and Treasury certificates which it now holds against us, and which
represent the still unused portion of our local currency capital subscription.

It should also be noted that our deposits with the Fund should be properly
regarded in a very different light from our present subseription to the Fund
capital. This subscription is not considered, and should not be considered, as
a fully liquid and bankable asset. It is therefore excluded from the calcula-
lation of our monetary reserves. Our deposits with the Fund, on the other hand,
would be as fully liquid as gold itself and as fully usable in all international
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payments. It should therefore properly be counted—in our case as in the case
of other countries—as fully equivalent to gold for the calculation of monetary
reserves and of gold cover requirements. Our monetary reserves, after the can-
cellation of our present quota subscription and its replacement by a 20-percent
deposit with the Fund, would actually have risen from its present level of
$19.5 billion to about $21.6 billion. Most of all, our short-term liabilities to for-
eign countries would have declined by approximately $9 billion. through the
transfer to the Fund, and consolidation by it, of the liquid dollar holdings now
held by these countries as monetary reserves.

These, I firmly and deeply believe, are extremely powerful arguments for a
serious study of these proposals by the administrations and by Congress. I
tervently hope that we shall be able to act in time, and to refute the disabused
comment and dire prediction of a former colleague of mine in the administration :
“Triffin, you are very probably right, but in this matter as in that of EPG your
proposalg come several years too soon, and this time I don’t honestly think you’ll
get anywhere until people are shaken into action by a real crisis. Then, maybe.”

This, I must admit, is probably the most widely held view on this subject at
present.

THE ROLE OF A DEVELOPING EEUROPEAN MONETARY UNION IN A REFORMED
WORLD MONETARY SYSTEM

(By Robert Triffin, Yale Univérsity, a background paper prepared for the
Conference on Europe and the Evolution of the International Monetary Sys-
tem, Geneva, Jan. 13-15, 1972)

I. INTRODUCTION

The agreement painfully hatched on December 18th by the Group. of Ten was
hailed by President Nixon as “the most significant monetary agreement in the
history of the world.” I would hardly go that far in describing an agreement
that merely sets up a new-—and undoubtedly more realistic—pattern of exchange
rates, but that leaves unsolved all the basic questions arising from utter collapse—
on August 15th—the international monetary system, after %en years of mounting
crises and patchwork operations. )

The official communique itself candidly enumerates the awesome list of issues
that remain to be negotiated in Phase II of the marthon discussions envisaged for
the “reform of the international monetary system' : .

1. “the appropriate means and divisions of responsibilities for defending
stable exchange rates and for insuring a proper degree of convertibility
of the system ;” . ]

2. “the proper role of gold, of reserve currencies, and of special drawing
rights in the operation of the system ;" ' o

3. “the appropriate volume of liquidity ;”

4. “the re-examination of the permissible margins of fluctuation around es-
tablished exchange rates and other means of establishing a suitable degrée
of flexibility ;”

5. “other measures dealing with movements of liquid capital.”

As you know, I have spent the last fifteen years developing and disseminating
my own answers to all these questions, and others, beginning with my book on
Europe and the Money Muddle, and ending—provisionally—with my most recent
article on “How to Arrest a Threatening Relapse into the 1930's?” (in the
November 1971 Bulletin of the National Bank of Belgium). This is not the place
to rehash these previous contributions, especially as you will have benefited from
far better advice at our morning session of today. Yet, they cannot fail to c¢rop
up in my discussion of “The Role of a Developing European Monetary Union in a.
Reformed World Monetary System”, since this role will obviously depend on how
a world system now in utter shambles will actually be put together again.

I shall proceed in two steps: discussing first what the European Community
can and should do until world reforms are agreed upon, and secondly how a de-
veloping European Monetary Union should fit into such a new worldwide mone-
tary system. : :

IO, IMMEDIATE STEPS, PENDING WORLDWIDE AGREEMENT

The immediate steps to be taken by the European Community, in cooperation
with its prospective new members and other European countries, consist essen-
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tially in implementaing as rapidly as possible the program outlined in the Werner
plan, and in accelerating the time-table initially envisaged for such implementa-
tion. N

The need for such acceleration derives essentially from two new factors in-
serted into-the data of the problem by the decisions of August 15 and of Decem-
ber 18 of last'vear. ’

The first is the temporary inconvertibility of the dollar, not only into gold,
but in any other international assets or currencies as well. This creates a gaping
void in an international monetary system which, since the end of the last war,
used nearly exclusively a convertible U.S. dollar not only for settlements with
the United States, but also as the major intervention currency for setlements
between third countries and as the major component of reserve building by all
countries experiencing surpluses in their balance-of-payments. The temporary
inconvertibility of the dollar clearly affects deeply its acceptability in all these
respects, but what is there to take its place?

The second faetor is the equally temporary—but possibly due to become per-
manent—enlargement of the intervention margins for exchange rates from
1%—actually 0.759% under the European Monetary Agreement—to 2.25% on
either side of the newly realigned exchange rates agreed upon. A total swing of
459, in Buropean currencies vis-a-vis the traditional intervention currency—i.e.
the U.S. dollar—would mean a possible swing of 9% between the European
currencies themselves. The European Community has reiterated, time and time
again, its determination to preserve much smaller margins of fluctuations be-
tween its member currencies, and, indeed, to eliminate gradually such margins
in preparation for full Monetary Union within the Community. New methods of
stabilization interventions by Central Banks in the exchange market will clearly
be needed to fulfill this objective.

Both of these factors should lead to a much earlier implementation of the
European Reserve Fund initially proposed at The Hague by Chancellor Brandt,
and rechristened European Fund for Monetary Cooperation in the Werner Plan
and “Organisme pour une gestion concertee des reserves” by President Pompidou.

The December 18 decisions have not only increased the need and urgency of
such'an organization. They have also lifted one of the major obstacles to getting
it off the ground. The first prerequisite, indeed, for any resumption of progress
toward any European monetary organization was the definition of an agreed
constellation of intra-European exchange rates. Community action had been
blocked, ever since May 5th, by continued wrangling between the French and
the German Ministers of Finance about the appropriate exchange rate between
the mark and the franc, on the one hand, and their relationship to the U.S.
dollar, on the other. The appropriate exchange rate of the lira toward other
Community currencies was also in doubt. The December 18 decisions have over-
come these obstacles and established presumptive rates among all European
currencies—including these of future members and of non-members—and between
them and the dollar. - :

Progress can now be resumed toward the second objective of the Werner plan,

_j.e. the' maintenance of a modest—and declining—range of permissible fluctua-
tions among the member currencies of the present—and of an enlarged—
European Community. Moreover, the enlargement of permissible fluctuations in
the dollar rate now makes it clearer than ever that the fulfillment of this
objective entails the direct use of European currencies themselves—rather than
the use of the dollar as an intermediary—for stabilization interventions by
Central Banks in the exchange market. To take a simple case, if the German
mark tended to exceed its agreed ceiling in relation to the French franc, on the
exchange market, the preservation of the agreed margin would require—tomor-
row is yesterddy—sales of German marks and redemptions of French francs
on the market by either or both of the two Central Banks concerned. But this
should no longer be done indirectly through daily sales of dollars by the Bank
of France and purchase of dollars by the Bundesbank. The Bundesbank would
sell marks against French franes and accumulate a claim on the Bank of France
rather than against the U.S. Federal Reserve system. This claim would of
course: : .

(1) carry an exchange-rate guarantee, either in-terms of the creditor’s
currency—thé mark, in this case—or, preferably, in terms of a Community
unit of account, or of SDR’s ;

(2) earn appropriate interest, at a rate related to market rates, but taking
into account the existence of such an exchange guarantee; -
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(3) be repayable in a form of assets mutually acceptable to both the
creditor and the debtor.

These repayments could always be effected in the creditor’s currency—procured
from the I.M.F., if need be, through the use of SDR's or through normal draw-
ings on the Fund—in any other currency—including, but not exclusively in, .
U.8. dollars—or in gold, at any price mutually acceptable or at which such cur-
rencies or gold can be transferred into convertible claims on the IM.F.

As noted already in the Werner and Ansiaux reports, these operations could
be greatly streamlined and facilitated by the establishment of a European Fund.
“Bach country would have an account with the Fund (in lieu of bilateral ac-
counts between each pair of Central Banks), and its assets or liabilities on this
account would be denominated in units or account. ‘he account would be settled
from time to time by the transfer of reserves from the debtor countries to the
surplus countries.” The size and frequency of these eventual settlements would
be greatly reduced by multilateral compensations of bilateral claims and debts,

- such as were made familiar to all by the highly successful operation of the Euro-

pean Payments Union, from 1950 through 1958.

The third problem to be faced by the Community relates to the settlement of its
transactions with non-member countries, and particularly to the rates of ex-
change between each member currency and the U.S. dollar. It is now agreed that
the dollar fluctuate up and down in terms of European currencies within g total
range of 4.5 percent. To prevent such fluctuations from introducing a similar—
and unaccéptable—degree of instability between the member currencies them-
selves, these will have to fluctuate jointly in terms of the dollar. The simplest
way to reach this objective would be 1or ail member Central Banks to avoid
any intervention whatsoever on the dollar market until the dollar rises to the
ceiling or falls to the floor of this 4.5 percent range. Market arbitrage among
the member currencies themselves, together with the Central Bank interven-
tions already discussed above, would then ensure a parallel flotation of the
dollar vis-a-vis all member currencies.

Problems of joint decisions about the dollar rate would arise, however, in two
cases:

(1) If member countries decided that.they prefer to buy or purchase
dollars, rather tiuan let its rate go down or up by the full amount of the per-
missible margin.;

(2) Unavoidably, if the dollar rate threatened to rise, or to fall, beyond
the 4.5 percent margin of permissible fluctuations. The December 18 com-
munique makes it clear that the United States is not ready yet to shoulder
full responsibility for keeping market fluctuations within the agreed 4.5
percent margin by selling, or buying, itself other reserve assets against
dollars in such a case: “appropriate monetary means and division of re-
sponstbilities for defending stable exchange rates and for insuring a proper
degree of convertibility of the system” (italics mine) are still listed among
the unresolved issues to be tackled in Phase II of the negotiations.

A persistent weakness of the dollar on the exchange market would thus face
once more the European countries with the same problem that has long con-
fronted them and that culminated in the May 5th and August 15 crises: what
amounts of inconvertible dollars would their Central Banks be ready to purchase
in order to avoid—or limit—an unwanted appreciation of their currency vis-a-
vis the dollar? Europeans firms and trade unions would once more exercise
enormous pressure on their monetary and political authorities to prevent cur-
rency appreciations reducing their competitiveness at home and in world
markets, especially if the weakness of the dollar arose from vast capital move-
ments unrelated to the evolution of comparative prices and costs, and prompted
instead by pure exchange-rate speculation, or even by differential movements
of interest rates at home and abroad. Joint decisions would have to be as hard
to harmonize as they were since May 5th and August 15th. The reaching of
such decisions and their concrete implementation would at least be facilitated
by the creation of the proposed European Fund.

Fortunately, the evolution of the U.S, balance of payments is likely to pro-
vide a substantial breathing space before such a problem has to be met in prac-
tice. Interest rate developments and exchange-rate speculation have moved bil-
lions of dollars into the coffers of reluctant Central Banks in 1970 and 1971.
The December 18 realignment of exchange rates can be expected to trigger
enormous flows of such funds back to the United States. The dollar will prob-
ably be very strong on the markets over the forthcoming months and Central
Banks should not be faced, in the short run, with the need to accumulate fur-
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ther amounts of dollars. They should instead be able to get rid of some of the
huge amounts of unwanted dollars reluctantly piled up by them over the last
two years.

In the longer run, however, the balance of payments of the United States—
like that of every other country—should be expected to experience again tem-
porary deficits alternating with temporary surpluses, and the problem of more
lasting and fundamental disequilibria may well emerge again. The Phase II
negotiations on long-term reforms of the international monetary system should
be predicated on the realistic assumption that neither the United States nor
other countries will be permanently wise and lucky in the running of their own
affairs, and that temporary, and even enduring, disequilibria are the rule, rather
than the exception, in the worldwide pattern of international settlements.

Phase II should therefore be tackled with a feeling of real urgency, if we do
not wish to expose the world again to the recurrence of the crises that plaguied,
and finally broke, the fll-fated gold-exchange standard of yesteryears. If ac-
ceptable and viable solutions were deferred too long, the countries of the Com-
munity—and others—would be sorely pressed to seek in various forms of ex-
change control an escape from the dilemma of unwanted dollar accumulation
on the one hand, or unwanted—possibly unwarranted—exchange-rate ap-
preciation vis-a-vis the dollar on the other. If this were to happen, and partic-
ularly if the problem arose again from large movements of funds among major
money and filnancial markets, the monetary authorities should be ready to meet
them through controls jointly agreed and jointly implemented both by the coun-
tries suffering from undesirable capital outflows and those suffering from un-
desirable capital outflows. Temporary recourse to double-tier exchange systems—
a la Swiss or a la Belgium—separating the exchange rate on trade transactions
from the exchange rate on financial transactions might be a lesser evil in this
respect than rigid systems of quantitative controls, Yet, the two rates could not
be allowed to diverge too much without inviting widespread evasions, extreme-
ly difficult to control.

If agreement can be reached on the temporary nature of such disturbing
capital movements, they should preferably be met by compensatory official fi-
nancing, preferably through the I.M.F.—as aimed for in the General Arrange-
ments to Borrow—or through a broad network of multilateralized swap agree-
ments. Enduring, but undesirable, capital movements, on the other hand, could
not be handled in this manner, but would be unlikely to persist in the absence
of other disequilibrating factors calling for reconsideration of national policies
and/or exchange rates.

In brief, the Buropean Community should turn urgently toward concrete im-
plementation of the Werner plan, with an accelerated time-table for the measures
then contemplated, and particularly for the establishment of a European Fund,
capable of dealing effectively with the problem of exchange rates and settlements
both among its members and with non-member countries. Joint agreements within
the Community itself are a prerequisite not only for its own survival, but also
for successful negotiations and agreements with other countries, including the
United States. They should help both to solve the immediate problems ahead and
to accelerate agreement on the worldwide issues of monetary reform enumerated
in the December 18 communique of the Group of Ten.

III. LONGER TERM ISSUES

First and foremost among the longer-term issues facing the Community is that
of reaching agreement on the worldwide reform of the international monetary
system. I ghall not repeat here the suggestions developed at length in my former
writings, and most recently in my article, already referred to above, in the
November 1971 Bulletin of the National Bank of Belgium.

1. Reserve Composition

The keystone of such a reform should, as largely agreed already, be the use
of a new type of reserve asset on the IL.M.F.—building on the SDR system as the
major form of international reserves, and the gradual phasing out of gold and
reserve currencies from the system. The huge gold and foreign currency reserves
inherited from the past should be converted into this new reserve asset, and hold-
ings of foreign currencies as monetary reserves should be confined in the future
to the modest “working balances” needed for stabilization interventions in the
exchange market. Any foreign currencies bought from the market in the course
of such interventions, but exceeding agreed ceilings (15% of global reserves?)
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should be promptly deposited with the LM.F., credited to the depositing country’s
reserve account and debited from the reserve account of the country whose cur-
rency has been deposited with the Fund. Conversely, any country should be able
to withdraw from its reserve account any currencies needed to replenish working
balances depleted by stabilization interventions in the exchange market.

2. The “Overhang”

The vast amounts of foreign currency reserves—primarily dollars—inherited
from more than half a century of functioning of the gold-exchange standard
could not, however, and should not, be debited overnight from the debtor coun-
tries’ reserve account. As indicated above, a substantial portion of the $45 to
$50 billion of US dollars now held by foreign central banks is likely to be ab-
sorbed by the probable repatriation of the speculative outbursts of the last two
years, and another §10 billion or thereabouts to he retained as working balances.
The remainder should be exchanged by the Fund for the new I.M.F. reserve asset,
but held by it as long-term investment—or even, preferably, consols—rather than
debited overnight from the U.S. reserve account.

3. Financing and/or Adjustment of Disequilibria

Temporary disequilibria should be financed for all countries—including now
the former reserve-currency countries—through fluctuations in reserve assets
and/or drawings on the LM.F. The United States and the United Kingdon
should no longer enjoy the “exorbitant privilege” of financing their deficits
through unlimited, but precarious, accumulation of their national currency as
international reserves by foreign central banks. This could avoid the main source
of the international monetary crises that plagued, and finally killed, the ill-fated
gold exchange standard.

Persistent disequilibria call, not for finaneing, but for appropriate readjust-
ments of either domestic policies or foreign exchange rates. The need for such
readjustments should be recognized as a matter of common concern and be im-
posed upon persistent surplus countries as well as upon persistent deficit coun-
tries. I have suggested that any persistent surpluses or deficits bringing a coun-
try’s reserves, let us say 259 beyond or bélow “normal” should trigger auto-
matically consultations between the country and the LM.F. regarding appro-
priate changes in domestic policies and/or exchange rates, and that if agreement
cannot be reached, the Fund may be empowered to prohibit, or limit, any further
interventions on the exchange market having the effect of bringing reserves let
us say 33% above, or below, their normal level, , ‘

Such a suggestion might help solve the problems that may still confront the
countries of an enlarged European Community during the 10 year transition
period now envisaged for the completion of their Economic and Monetary Union.
Exchange rates among the currencies of the European Community countries
would normally be fixed within very narrow, and declining eventually to zero,
margins of fluctuations. But such rates cannot be realistically considered as ir-
revocable until much greater progress has heen achieved toward harmonization
of national policies, and substantial transfers of jurisdietion and authority from
national to Community institutions. Persistent failures of harmonization policies
should trigger a reconsideration of existing pattern of intra-Community exchange
rates. Consulbations on such readjustments could be called for by any country
whose reserve increases or reserve losses (including claims or debts arising from
mutual support or assistance operations) exceed an agreed percentage of the
country’s normal reserves, and these Community consultations should precede
the consultations with the I.M.F. envisaged above. Since moxt of the Community
countries’ foreign trade is with one another, they would be the parties primarily
affected by such exchange rate readjustments, and any proposals for .parity
changes should be agreed among them before being submitted to the I.M.F.

Changes in official reserves should not, of course, be regarded as the only
criterion determining the appropriateness of a readjustment of exchange rates.
Other factors would have to be taken into account, such as the evolution of ex-
ternal debts and claims of the country’s commercial banks, of other items—par-
ticularly merchandise exports and imports—in the country’s balance of payments,
comparative movements in prices and wage rates, etc. These factors should con-
firm, or weaken, the presumption that large and persistent reserve gains or
losses should justify and require a readustment ip the country’s basic exchange
rate or par value. v !

0
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4. From the European Reserve Fund to a European Reserve System

The European Reserve Fund suggested in the first section of this paper should
centralize, from the very beginning, the credit lines already agreed for short-term
monetary support and any further credits granted for medium-term financial
assistance. Interventions in member currencies needed to keep intra-Community
exchange rates within the permissible margin of fluctuations should be credited
and debited in each country’s account with the Fund.

Each meémber country should, in addition, deposit with the Fund an agreed
proportion of its global gold and, particularly, foreign currency reserves. Future
market interventions in dollars and/or other foreign currencies should conform
to the directives of the Fund and should be credited or debited also in the coun-
try’s account with the Fund. This account would therefore reflect the total evolu-
tion of each country’s reserves and provide daily the 1nformat10n relevant to the
consultations suggested under (3) above.

- In the course of time, the proportion of each country’s monetary reserves to be
held with the Fund should be gradually increased until all reserves are held with
the Fund and jointly managed by it, in preparation for the ultimate merging of
their national currencies into a single European currency.

Until, and even after, that ultimate step is taken, the European Reserve sys-
tem—just as the U.S. Federal Reserve system—could retain a considerable degree
of autonomy for the participating national central banks. Each of these could
continue to manage its own monetary and credit operations within agreed statu-
tory limits, under the general supervision of a joint Board, or European Monetary
Authority, grouping the Governors of national Central Banks, or their deputies,
and—for certain important decisions—the Ministers of Finance of the Partici-
pating countries.

-The statutory rules to be adopted would probably include the setting up of
national credit ceilings, to be exceeded only with the approval of the European
Monetary Authority, of minimum reserve ratios, and other regulatory techniques
inspired from present central banking legislations in the Community and abroad,
and from the experience acquired by the European Reserve Fund in the first
stages of the developing Monetary Union.

An equitable distribution of the burden associated with the maintenance of
adequate extérnal reserves by the Community as a whole would probably re-
quire that each member Central Bank observe some minimum prescriptions with
regard to such reserve holdings. These prescriptions might have to be met at
times by the negotiation of interest-bearing, stabilization loans, at long or medium
term, by the low reserve countries, either abroad or with the high reserve coun-
tries. Such loans could -also be used-to amortize, or rather to consolidate, the
debts incurred under the provisions for mutual monetary support and financial
asgistance among member countries. Denominated in the Community’s unit of
account, they could be placed initially with the Central Banks of the countries
with the highest levels of external reserves, but under arrangements—especially
as’ to interest rates—facilitating their negotiation with the public, and enabling
such Central Banks t0 mop up excess liquidities in their market. They could
be jointly guaranteed by all member Central Banks and serve as a primer for the
development of open-market operatlons throughout the territory of the Com-
munity.

The Community’s unit of account would also be likely to be used more and
more, in lieu of the Euro-dollar, in private lending and borrowing operations.
Travelers’ checks denominated in the unit of account should also become more
acceptable than travelers’ checks denominated in dollars, since they would be sub-
ject to much smaller margins of exchange-rate fluctuations.

Finally, the European Reserve Fund itself could issue a new money market
asset, denominated in the unit of account, carrying a rate of interest making it
an attractive instrument for short-term investment, and usable as an interven-
tion currency in the excbange market, in lieu of dollars or other national cur-
rencies. This suggestion is by no means an academic dream, having been made

.in fact by Rinaldo Ossola, the imaginative Chairman of the respectable Group
of Ten deputies.

The Community’s unit of account could thus gradually take the place now
played by the Euro-dollar in the monetary and financial markets, preparing the
public for its ultimate substitution for the national currencies themselves in the
final stage of the European Monetary Union.
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5. Relations with the IMF

At some stage in the development of the system—and, indeed, as early as pos-
sible—the operations of member countries with the I.M.F. should be merged,
and a single membership substituted for the separate membership of each par-
ticipating country.

Until this can be accomplished, member countries should, in accordance with
previous decisions of the Council of Ministers, harmonize their own policies
in the I.M.F. and consult in advance on all their borrowing and lending trans-
actions with it and with non-member countries. Such lending and borrowing
transactions should, ideally, be undertaken only to help in the settlement of
global surpluses, or deficits, of the Community as a whole with the rest of the
world. As long as national transactions with the Fund cannot be merged into
gingle Community transaétions, the European Monetary Authority should ap-
portion among its members, in the light of their individual reserve positions, all
proposals for Fund lending or borrowing, and all Community countries’ repre-
sentatives in the Fund should support such proposals in the debates of the Fund’s
Executive Directors.

IV. SUMMARY AND CONCLUSIONS

The agreements reached on December 13 have removed the main obstacle to
the resumption of progress along the Werner Plan for European monetary
unification, i.e. the difficulty to reach agreement on a constellation of stable—
although not irrevocably stable, yet—exchange rates among the countries of
the Community.

They have, moreover, vastly increased the need and urgency for such prog-
ress. The continued inconvertibility of the dollar and the enlargement of per-
missible margins of fluctuations in the dollar rate combine to make the dollar
less and less usable as an intervention currency for the maintenance of the
lower and declining margins of fluctuations which the Community countries
wish to preserve between their own national currencies, preparatory to their
merging of these separate currencies into a single Community currency.

Movement toward the Monetary Union affirmed at the summit meeting of
The Hague would be greatly eased and accelerated by the early establishment
of a European Reserve Fund, already agreed to in principles—under varying
vocables—by all member countries.

Internally. such a Reserve Fund would provide the most appropriate instru-
ment for the use of member currencies—rather than of a non-member cur-
reney—in the stabilization interventions needed to prevent fluctuations of intra-
Community exchange rates beyond the agreed margins. It should also be the
most appropriate instrument for the gradual development of a European Re-
serve system, capable of reaching and implementing the multiple policy deci-
sions needed for the completion of full monetary union among the member
countries.

Externally, the European Reserve Fund should concentrate gradually into a
single depository institution the holdings and management of member coun-
tries’ external reserves, and facilitate joint decisions—and their implementa-
tion about interventions in the foreign exchange market for non-member cur-
rencies, particularly the dollar. It should also prepare and facilitate agreement
with the United States and other foreign monetary authorities and the IL.M.F.
concerning the amounts of such interventions, the rates at which they should
take place, and the joint elaboration and implementation of measures designed
to control and/or to offset volatile movements of capital between the major
money markets.

The operations of the Community countries with the I.M.F. should be reserved
to financing of global disequilibria between the Community as a whole and the
outside world, while disequilibria among member countries themselves should be
handled by the European Reserve Fund, thus relieving the I.M.F. from respon-
sibilities that can best be discharged on a regional rather than on a worldwide
basis.

Ultimately, the relations of the Community countries with the I.M.F. should
be merged into a single membership, reflecting the realities of the Monetary Union
of its participating countries.
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[From the New York Times, Jan. 23, 1872]

PoINT oF VIEW—TOWARD A VIABLE MONETARY SYSTEM—RESERVES WITH IMF
SHOULD DOMINATE

(By Robert Triffin)

The Dec. 18 agreement among the Group of 10 was hailed extravagantly by
Pregident Nixon as “the most significant monetary agreement in the history of the
world.” It is in the sense that it left the international monetary system in utter
shambles, but recognized that multilateral negotiations were urgently needed to
reconstruct a system totally different from the one that died, after a long agony,
on Aug. 15, 1971.

These negotiations should restore a viable system of currency convertibility, the
main features of which are now intellectually—but not politically—obvious to all
concerned.

1. The Special Drawing Rights system, ratified by practically all International
Monetary Fund members in 1969, was intended to adjust the future creation of
world reserves to the requirements of noninflationary growth of the world
economy. It predictably failed to do so because it merely added S.D.R.'s to the
traditional reserve assets-—gold and reserve currencies—without limiting the
ability of the latter to drain, or flood, the world reserve pool. Thus it is that
dollar deficits could—and did—increase world reserves by nearly $30-billion in
the 21 months from January, 1970, through September, 1971, that is, by more than
the total increase over the previous 20 years.

-2. Gold should be gradually phased out of the international reserve system

and returned entirely—like silver before it—to the private market. Sterile and
costly gold holdings should, in due time, be voluntarily and spontaneously ex-
changed by central banks for an alternative and truly international reserve
asset—similar to S.D.R.’s—carrying appropriate interest earnings and exchange-
rate guarantees. ’

Meantime, all official gold transactions should be channeled through the I.M.F.,
as they have largely been since March, 1968.

3. Reserve currencies-—overwhelmingly the United States dollar—pose a more
difficult problem, indeed the crucial problem, for the reform of the system. It is
generally agreed that reserve currency holdings should be limited to their proper
role, that of “working balances” needed by central banks for their stabilization
interventions in the exchange market.

Holdings of foreign national currencies by central banks should be strictly
limited to an agreed ceiling (5 per cent of annual imports, or 15 per cent of global
reserves) and any currency balances acquired from the market and exceeding
this ceiling should be immediately exchanged into the I.M.F. reserve accounts
outlined below.

4. Reserve accounts with the I.M.F. should become the basic instrument for all
international settlements and reserve accumulation. Their total amount should
be adjusted periodically and systematically to the requirements of feasible
growth in world trade and production through corresponding increases in I.M.F.
loans and investments. These reserve accounts would carry agreed interest and
exchange rate guarantees.

Any deficit country would draw on its account to procure any currency needed
for settlements, and the I.M.F. would credit correspondingly the account of the
countries whose currency is being purchased.

Conversely, any surplus country would deposit in its reserve account any cur-
rencies received in settlement from other countries, or purchased from the
market, and the fund would debit correspondingly the account of the countries
whose currencies have been deposited with it.

Such a system would be perfectly understandable to the man in the street.
as it would use for international settlements a procedure similar to that used
by him in making, or receiving, payments through his checking account with a
commercial bank. It would demystify the obscure and barbarous I.M.F. jargon
of ordinary drawing rights, special drawing rights, credit-tranches, gold-tranches,
super-gold tranches, etc.

76-150 O - 72 - pt, 3 - 10
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5. The “overhang” of dollar and sterling reserves accumulated abroad over
balf a century of functioning of the previous system could not, however, be
deducted overnight from the reserve account of the United States and the
United Kingdom with the I.M.F. They should be retained by the fund as long-
term investments, or preferably “consols,” with appropriate interest earnings and
exchange guarantees, and be subject only to gradual amortization as future sur-
pluses of the United States and the United Kingdom increase their reserves
)eyond “normal” levels. ) '

A. This limitation of reserve currency balances to agreed “working balances”
ceilings would, by itself, remove the major impediment to the balance-of-
sayments adjustment process. The former reserve-currency countries would no
onger enjoy the “exorbitant privilege” of financing persistent deficits through
the accumulation of their i.o.u’s—sterling or dollar balances—by foreign cen-
tral banks, suffer the domestic consequences of a growing overvaluation of their
currency, undercompetitiveness of their firms at home and abroad, and expose
their own currency and the world monetary system to mounting crises and
eventual collapse (as brought the end:of the sterling standard on Sept. 21, 1931,
and of the dollar standard on Aug. 15, 1971).

'B. Prompter adjustment of future disequilibrium would also be facilitated
by some acceptable degree 6f exchange-rate flexibility, such as “wider bands”
as “crawling pegs.”* It would not be assured, however, as long as such flexibility
remains purely “permissive.” 'Surplus countries, particularly, would still be
prone to resist, through market interventions, an upward revaluation of their
currency, depriving their firms from the advantages of an undervalued, over-
competitive exchange rate.

The simplest suggestion to meét-this problem would be to require any country
whose reserves rise or fall by more than say, 25 per cent beyond their “normal”
level to accept consultations with the ILM.F. on the policy readjustments most
appropriate to correct such persistent surpluses or deficits. If these consultations
failed to produce agreement, the fund should be empowered, as a last resort, to
prohibit—or limit—any further stabilization interventions by the monetary
authorities in the exchange market pushing the country’s reserves beyond; say,
33 per cent above or below their agreéed “normal” level. Exchange rates would
thus be forced, by the market itself, to float, or crawl, to the extent needed
to restore adjustment in the country’s external transactions.’ Co

C. Finally, the lending—or “giving-away”-—power derived by the ILM.F. from
the continued expansion of reserve deposits should no longer be distributed, like
manna from heaven, to all LM.F. members, irfespective of the policies 'thereby
financed. It should be earmarkéd for the support of internationally agreed poli-
cies and objectives only. I would list among such objectives the traditional sup-
port given by I.M.F. to programs of monetary stabilization, the restoration of
balance-of-payments equilibrium and the recycling or offsetting of destabilizing
capital movements. I would add the indirect financing of development programs
through the purchase of I.B.R.D., I.D.A, obligations, etc., and even of other
agreed international objectives claiming the highest priority for scarce funds
in the United Nations, the World Health Organization, etec. )

Mr: Triffin i3 Frederick William Beinecke professor of economics and master
of Berkeley College at Yale University. : '

t



BALANCE OF PAYMENTS OF THE UNITED STATES: 1960 TO SEPTEMBER 1971
[In billions of U.S. dollars]

Years, or yearly rates, seasonally adjusted

W Gold. . ieeiiaa

1971 Actual
. January-
. January- July- September
1960-64 1965-67 1968 1969 1970 June September 1971
1. Goods, services and remittances. ., ..o oo iiiiicecimmcnaaao-a- 5.2 4.8 13 0.7 2.2 1.0 -1.6 0.1
. Investment income_.__ 3.9 5.5 - 6.2 6.0 6.2 1.9 6.7 5.6
1.3 -.7 ~4.9 ~5.2 —4.1 -—6.9 ~8.3 —5.5
5.4 4.2 .6 .7 2.1 -15 -2.1 -1.3
~2.4 —-2.7 -3.1 —3.3 -3.4 =2.7 -2.9 -2.1
-0 -1.1 —-12 -1.3 ~1.4 -3 -17 -11
-7 -11 -1.2 -1.3 -1.4 —~14 -1.6 -1.1
8.6 8.9 9.9 1.9 11. 4 19.7 38.6 19.5
3.1 3.7 4.0 3.8 3.3 4.2 3.5 2.9
1.3 1.9 2.3 2.2 1.6 2.4 1.4 L5
1.8 1.8 1.7 1.6 1.7 1.8 2.1 1.4
5.5 5.2 5.9 8.0 8.0 15,5 35.1 16.5
1. Direct investments_ ___.__... - 1.8 3.4 3.2 3.3 4.4 5.5 5.6 4.2
2. Securities. _..__. .8 .8 1.2 1.5 .9 1.5 .9 1.0
3. U.S. banks. ) O -.3 .6 1.0 .8 6.4 2.1
4, Other, recorde: .5 .3 1.2 .1 .5 .9 1.4 .8
S. Errors and omissio! Lo .6 .5 2.6 L1 6.7 20.8 8.6
i1, Imports (=) of foreign nonbank capital -.9 -1.3 —6.8 —4.7 -=5.0 -1.8 .6 -1
A. Direct investments. -.1 -1 -3 —.8 -1.0 -2 1.3 .2
2 5 -2.1 —1.6 -7 -2 -9 -3
: . -2.3 =15 -15 ~1.4 -1.3 -1.0
-.3 -7 =17 -1.2 -1.6 7 N .5
3 o eeeeaooo -4 .5 —-.3 -.8 .9 -2
1V. Settlements balance (1=1=111)_.. ... ... ool —2.6 -2.9 -1.7 —6.5 —4.2 —-16.9 —40.8 —18.7
A. Liquid liabilities (—) to foreign commercial banks. ____...___.._ —.4 —-1.4 -3.4 —9.2 6.5 6.3 8.4 5.2
B. NetU.S. reserves. ... ... eeeeoeieeiieeaon. -2.2 -1.5 1.6 2.7 -10.7 -23.2 —48,2 ~23.9
1. SDR allocation_. R -.9 -7 -1 -0.5
2. Liablllhes ( )to o - -1.2 -.9 8 1.5 —7.; -19.8 —43.7 -=20.9
................... - -1 L oD e aeciesemmessezeneaccmasezaus
(b) Forelﬁn ofﬁclal agencies._ .. - ~11 -.8 .8 L5 ~7.8 —19.9 —-43.7 -20.9
ontiquid_..._ . ... -1 -7 -2.3 Lo .3 .8 1 .
Liquid oo eaeaceaeaas -1.1 -1 3.1 .5 ~8.1 -20.6 —44.5 —21.4
3 ASSOES . oo e mmmmaan -1.0 —.6 . .9 1.2 —2.5 -2.7 —4.8 -2.5
(a) Foreign exchange________ - . . 1 .. 1 6 1.2 —.8 -2.2 -1.1 -1.2 -.9
(b) IMF positions. . ______ ... -2 -1 .9 1.0 -4 1 1 .1
(€) SDRS_ e .9 —.6 -3 —.4
-.8 -1 -1.2 1.0 -.8 -~1.0 -3.4 -1.4

Ses “Source, Notes, and Brielaf Comments,”” p. 606.
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SoUrCE, NOTES, AND BRIEF COMMENTS

(Source: Survey of Current Business, September 1971 and former issues)
‘ NOTES

1. For consistency sake—and easier reconsiliation with stock estimates of
the U.8. international investment position—reserve gaing and capital exports
are shown throughout without sign, and reserve losses and capital imports
with a minus sign.

2. BErrors and omissions, whose sharp increases in 1969 and 1971 are ascribed
by the Survey to unrecorded outflows of U.S. funds, have been included through-
out with private exports of U.S. capital.

3. The settlements balance on line IV measures official and bank settlements.
It is very close to the new net liquidity balance (line 38 of Table 1 of the
Survey), except for the exclusion of liquid claims (line 85 of same Table) and
of liquid liabilities to non-banks ‘(lines 40 and 41 of same Table) and for the
inclusion of liabilities arising from SDR allocations (line 31 of same Table).

BRIEF COMMENTS

1. The most remarkable feature of this Table is the extraordinary stability
(or rather stable growth) of U.8. capital exports (line II) until 1971, and their
dramatic increase in 1971 under the influence of interest-rate differentials and
exchange-rate speculation. If we take as a benchmark the annual averages of
the years 1960-1967, the annual rate of U.S. capital exports increased in the
third quarter of 1971 by nearly $30 billion, while the reversal of foreign funds
(line IIT) accounts only for a deterioration of less than $2 billion,

2. The persistent deficit of the settlements balance (line IV) and its dramatic
increase in 1971 (to an annual rate of more than $40 billion in the third quarter)
is due to the persistent and growing excess of those net capital exports (lines IT
and IIY) over and above the vanishing surplus on current account. This deficit :

(a) was temporarily reduced in 1968-1970 by large imports of foreign
non-bank capital (line III);

(b) was overfinanced in 1969 by unprecedented borrowings ($9.2 billion)
from foreign commercial banks (lineIV A) ;

(¢) had to be financed primarily by the I.M.F. and foreign monetary
authorities (line IV B2) when capital imports from non-banks declined, and
borrowings from commercial banks were repaid, in 1970 and 1971.

3. Exports of U.S. capital were not excessive until 1971, being in most years
about 1 percent of GNP, i.e. close to an internationally proclaimed objective
in this respect. The current account surplus, however, should recover to approxi-
mately that level, but has become negative in spite of huge and growing receipts
of net income from investments (line I A).

The merchandise balance, particularly, has declined from a surplus of nearly
$7 billion in 1964 to a yearly deficit rate of about $2 billion, in spite of stagnant
eoonomic activity and high unemployment. The exchange rate realignment of
December 18, 1971, should help to restore needed surpluses, but its impact will
not be fully felt for many months to come. In the meantime, a tenable situation
-will depend mostly on the expected flow back of the huge outflows of funds of
last year, but this is in turn dependent on a recovery of confidence in the dollar,
the success of the U.S. anti-inflationary program, and particularly a better
adjustment of comparative rates of interest in the United States and the major
financial markets abroad.

The enlargement of the “band” of permissible fluctuations to 4.5 percent may
well postpone—rather than accelerate—such capital repatriation, until the dollar
rate moves closer to the agreed “floor”,
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U.S. DEFICITS AND WORLD MONETARY RESERVES, 1969-71

{In billions of U.S. doltars)

1. U.S. NET RESERVES AND OFFICIAL SETTLEMENTS DEFICITS

Deficits
December December December 20 years 2 years,
1949 19 1971 195068 1970-71
A. Reserveassets__._.._...__........._... 26.0 17.0 12.2 -9.1 —4.8
1. 6ol ... 24.6 1.9 10.2 -12.7 -1.6
2. 0ther.... . ... 1.5 5.1 2.0 +3.6 -3.1
B. Liabifities(—)to....______.._.____._. -3.2 -17.0 —54.1 —13.8 -37.1
1. IMF and SDR allocations____..... ... .__.__..___.__ -1.0 —-2.1 1.0 -1.1
2. Foreign central banks_............ ... =32 —16.0 -52.0 -12.8 -36.0
C. Netreserves(A+B)._..... ... ... ... +22.8 -.1 —41.9 -22.9 —41.9
1. WORLD MONETARY RESERVES
Increas;s
D b D b Septemb 20 years, 21 months,
1949 1969 1971 1950-69 1970 to Se,
tember 1971
A Gold__. .. 3.5 39.1 36.2 +5.7 -2.9
B. SDR'S. e am e m i ————n 89 ... +5.9
C. 1MF reserve positions___ ... ... ... 1.7 6.7 6.3 +5.1 —.4
D. Reserve currencies_ ... .. .....o..... 10.4 32.3 68.9 +22.0 +36.6
1. Steding_ ... 6.9 8.9 1.1 +2.0 1.8
2. Dollars. . 3.2 16.0 45.7 +12.8 +29.6
3. Euro-dollars and residval__._.__.__.__._ .3 7.4 16.2 +7.1 +8.8
Total. .. 45.5 78.2 17.3 +32.7 +39.1

BRIEF COMMENTS

1. Our deficits on official settlements (shown in the last 2 columns of the last
line of Table I) totalled nearly $42 billion in the last two years, i.e. nearly
twice the total deficits accumulated over the previous 20 years.

For 1971 alone, the deflcit is estimated at about $31 billion, i.e. nearly 3 times
the 1970 deficit ($10.7 billion) and 30 times the average annual deficit of the
years 1950-69.

2. Only 10% (8.4 billion, shown in last column of line A of Table I) of the
last two years deficits were covered by our own reserve losses, while 90% (37.1
billion, shown in last column of line B) were financed by our increasing liabilities
to foreign and international monetary institutions.

3. The amounts of dollars absorbed by foreign central banks are shown both on
line B2 of Table I and on line D2 of Table I1. They account in the last 21 months
for an increase in world reserves nearly equal to their total increase, from all
sources, over the previous 20 years (penultimate column of last line of Table II).

4. Errors in provisional estimates for the last quarter of Table I estimates are
unlikely to exceed a few hundred million dollars.

Representative Reuss. Thank you very much, Mr. Triffin.
We will next hear from Mr. Edward M. Bernstein of EMB, Limited.

STATEMENT OF EDWARD M. BERNSTEIN, EMB, LTD.

Mr. BernsTEIN. The Smithsonian Agreement of December 18, 1971,
is a notable achievement. It provided, first, for a realinement of the
central exchange rates of the currencies of the Group of Ten relative
to the U.S. dollar; and, second, for discussions to be undertaken
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promptly on reform of the international monetary system. The diffi-
culty, as Professor Triffin has pointed out, is that nothing has been done
about these discussions. :

It was also noted in the statement of the Ministers and Central Bank
Governors that urgent negotiations were underway on trade ques-
tions and that pending longer-term monetary reforms, the permissible
margin of exchange rate fluctuation above and below the central ex-
change rates would be increased to 2.25 percent.

The sole purpose of the realinement of the central exchange rates
was to restore the U.S. balance of payments. The ability of the United
States to compete in world trade was destroyed by the inflation of the
past 7 years. This resulted in a deterioration of the U.S. trade balance
from a surplus of $6.8 billion in 1964 to 'a deficit of $2.9 billion‘in
1971. The balance on other goods and services, however, has improved
somewhat despite the large increase in military expenditures. To put
it plainly, the major factor in the critical deterioration of the U.S.
balance of payments since 1964 is the enormous increase of imports
relative to exports. That was mainly due to the inability of U.S. pro-
ducers to compete with imports of manufactured goods in our domes-
tic market and with exports of other countries in world markets.

In my statement to this committee on September 1, 1971, T expressed
the view that the realinement of exchange rates should average be-
tween 12 and 15 percent in terms of the currencies of the Group of
Ten, excluding Canada. In fact, the appreciation of these currencies
relative to the dollar has ranged from 7.48 percent for the Italian lira
to 16.88 percent for the Japanese yen. Weighted by the ‘bilateral
trade of tlE)e United States with these nine countries in 1971, the average
appreciation relative to the dollar is 12.7 percent. Weighted by their
export trade to all other countries in 1971, the average appreciation is
about 13 percent. These averages show the approximate price effect of
the realinement of currencies in improving the price-competitive posi-
tion of the United States with respect to the Group of Ten, exclud-
ing Canada, in U.S. direct trade with them' and in U.S. export trade
inthird markets. . ' S

It is not possible to say with assurance whether any given deprecia-
tion of a currency will be adequate. That is particularly true at a time
when inflation is almost worldwide and when the country whose cur-
rency is depreciated is the United States. '

We can be sure-that other countries will compete strenuously to
maintain their position in the U.S. market and wherever necessary and
possible they will hold the rise in the dollar prices of their export
goods to less than the appreciation of their currencies. :

Moreover, the depreciation of the dollar shows only the immediate
effect on the price-competitive position of the United States. What the
ultimate effect will be depends on how well the United States suc-
ceeds hereafter in holding down its prices and costs relative to those
in other industrial countries.. S S

According to the Economic Report of the President, unit labor
costs rose less in the United States than in most other industrial
countries in 1971, and prices of exports of manufactured goods rose -
about as much as in these countries. There may be some question as
to whether the target of the Price Commission will be achieved for



609

consumer prices, but there is no doubt that in 1972 unit labor costs in
manufacturing and wholesale prices of manufactured goods will rise
less in the United States than in nearly all other industrial coun-
tries, although this may not be fully reflected in relative export prices.
I conclude, tierefore, that the realinement of exchange rates provides
a satisfactory basis for restoring the U.S. balance of payments, pro-
vided the United States succeeﬁs in halting the inflation of prices
and costs, '

Since the Smithsonian agreement, the exchange rate for the dollar
in most of the major currencies has moved to the lower end 6f the
permissible range of exchange rates. Of itself, this is not an adverse
development for the U.S. balance of payments.

The extra margin of depreciation below the central exchange rates
will be of some help in strengthening the U.S. balance of payments.
After all, that is one reason why the margins of exchange rate fluctu-
ation above and below parity were widened to 2.25 percent. _

The difficulty is that this was not expected and it has been inter-
preted, proba,bfy correctly, as a lack of confidence in the dollar.

Why do we find a lack of confidence in the dollar? In my opinion,
this attitude is not justified. Nevertheless, it is understandable,
* because the Group of Ten have not as yet taken the necessary measures
to assure the maintenance of the new central exchange rates and the
equivalence of the dollar to other major currencies.

There are several reasons for the change in market opinion in the
past 2 months. First, the U.S. payments deficit in 1971 was nearly $30
billion on an official reserve basis and over $22 billion on a net li uidity
basis. As about $20 billion of the deficit was due to the outflow of
short-term funds, much of which will be reversed sooner or later, the
magnitude of the payments problem is considerably less than is shown
by the deficit. .

Moreover, there is always an attitude of skepticism regarding every
devaluation. I have seen tiis in the devaluations of the European cur-
rencies in 1949, the devaluation of sterling in 1967, and the devalua-
tion of .the French franc in 1958 and 1969. The fact is that devalua-
tions of major currencies have been effective; and I know of no good
reason for doubting that this will be true of the dollar.

Of course, it takes time for changes in exchange rates to act on the
balance of payments. In practice, the time necessary to restore the
balance of payments depends on conditions in the devaluing country
and in the world economy. Where a country still has excessive demand,
the restoration of the balance of payments after devaluation takes
more time. That is because it is necessary to divert resources from pro-
ducing for the home market to producing export goods and import-
substituting goods. = - ' '

The time required for restoring the balance of payments also de-
pends on the economic situation in the rest of the world. Obviously, if
world trade is expanding rapidly, the change in exchange rates will
operate more quickly to increase exports than if world trade is stag-
nant or growing slowly. : ‘

The Economic Report of the President projects a deterioration in
the balance on goods and services in 1972. Apart from the usual lag
in adjustment after a depreciation, the Council’s projection assumes
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a rapid expansion of output in the United States while other countries
have a slowdown or recession. It is estimated that the recession in the
United States in 1970 served to improve the U.S. balance on goods and
services by about $2.5 billion.

Thus, if the United States has a rapid expansion and other indus-
trial countries have a slowdown this year, the effect will be to keep
the U.S. balance on goods and services about $2.5 billion below what
it would be if the cyclical conjuncture were in the same phase in the
United States and abroad—that is, if all countries had normal levels
of high employment.

In my opinion, the surplus on goods and services will be over $2
billion 1n 1972. I believe that the Council has overestimated the ex-
pansion in the United States and underestimated the expansion in
Europe, Japan, and Canada. Real output will probably increase less
in this country than the 6.2 percent projected by the Council. Qutput
in other industrial countries will increase more than the Council as-
sumes. While there is a slowdown at present in Europe and Japan.
a recovery should begin by midyear and output in these countries
may be growing at about the same rate as in the United States by the
end of the year. The adjustment made by the Council in the projected
balance on goods and services because of cyclical conditions is excessive.

In addition, I believe that the U.S. trade deficit in 1971 was ex-
aggerated. Our exports increased by 1.8 percent in a year in which
world trade expanded by over 10 percent. Qur imports increased by14.5
percent in a year in which the GNP increased by 2.7 percent in con-
stant dollars and industrial production declined slightly. This marked
difference in the behavior of exports and imports was not due to a
further deterioration in the price-competitive position of the United
States last year. To some extent it was undoubtedly due to a disrup-
tion of shipments by dock strikes that had a much greater effect on
exports than on imports. To a large extent it was probably also due
to acceleration of imports and retardation of exports.

The specific reason usually cited for the recent weakness of the
dollar is the failure of the large outflow of capital to return to the
United States immediately after the realinement of exchange rates.
The recorded and unrecorded outflow of short-term funds from the
United States in 1971 was on the order of $20 billion. In addition,
U.S. corporations transferred about $2.5 billion to their foreign af-
filiates in excess of their direct investment quotas. About $6 billion
of the outflow of short-term funds was a reduction in liabilities of
U.S. banks to foreign commercial banks—nearly all the repayment
of Eurodollar borrowing. These funds will never come back. -

Of the rest, perhaps about $9 billion is accounted for by the leads
and lags in trade payments and credits and about $5 billion or more
to purely speculative transfers to acquire assets denominated in for-
elgn currencies.

The excess transfers of U.S. corporations to their foreign affiliates
will be reversed before the end of this month, and this is necessary to
get within their direct investment quotas. The leads and lags in trade
payments and credits will be gradually reversed over the next 3 or 4
months. The backflow of speculative funds may be spread over a
longer period. ‘The interest cost of carrying a speculative position is
relatively low, whether the funds are borrowed in this country or in
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the Eurodollar markets. On the other hand, the holding of U.S.
dollar assets, including common stocks, may offer better prospect of
profit than to wait for still lower exchange rates for the dollar. The
speculative outflow of funds will return, although it will apparently
be delayed.

Rightly or wrongly, confidence in the dollar is being undermined by
our easy monetary policy and our very large budget deficit. The ac-
cepted opinion is that a country that depreciates 1ts currency should
have very tight monetary and fiscal policies.

This is based on the classical case where the devaluation is caused
by excessive domestic demand. It does not apply to the United States
under present, conditions. This country has a considerable amount of
unemployed labor and unused capacity in manufacturing to expand
output for export and as a substitute for imports.

Monetary policy is relatively easy, but not too easy for our cyclical
position. Coming after 2 years of a very tight policy, I would regard
monetary policy at present as reasonably conservative. Although
monetary policy is now accommodating, it will become gradually
tighter as the recovery takes hold. I see no need to tighten our mone-
tary policy merely to induce an immediate return of the funds that
went abroad. These funds will come back and it is not of basic im-
portance in the restoration of the U.S. balance of payments whether
they return in 1 month or in 1 year.

I feel differently about our budget policy. There is something
basically wrong with a budget that shows a deficit of nearly $39
billion while unemployment remains at 6 percent. There is some
truth in the statement that a balanced full-employment budget is a
self-fulfilling prophecy, but only if the budget is designed to facili-
tate an expansion of output.

As it is, too much of the budget deficit has gone into private savings
and too little has gone into expanding consumption and investment.
Moreover, much of the deficit, that went into spending was dissipated
in excessive imports that stimulated output abroad but not in this
country, although this will be remedied by the depreciation of the
dollar. Nevertheless, I believe that we have reduced taxes too much
and that the reduction has been excessively biased in favor of the high-
income taxpayers.

I have stated the various economic reasons why confidence in the
dollar has not been restored by the realinement of exchange rates.
These reasons are not enough to explain the present situation. The
continuing doubts about the dollar and the present pattern of ex-
change rates are a result of the failure of the Group of Ten to take
positive action to show that the United States and other countries are
determined to maintain the new pattern of exchange rates.

These countries are not carrying out the tasks that they undertook
in the communique issued at the close of the Smithsonian meeting.
Paragraph 7 of the communique states :

The Ministers and Governors agreed that discussions should be promptly
undertaken, particularly in the framework of the IMF, to consider reform of
the international monetary system over the longer term. It was agreed that
attention should be directed to the appropriate monetary means and division
of responsibilities for defending stable exchange rates and for insuring a proper

degree of convertibility of the system; to the proper role of gold, of reserve
currencies, and of Special Drawing Rights in the operation of the system; to
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the appropriate volume of liquidity ; to reexamination of the permissible margins
of fluctuation around established exchange rates and other means of establishing
a suitable degree of flexibility; and to other measures dealing with movements
of liquid capital. It is recognized that decisions in each of these areas are closely

linked.

It has been obvious to everybody for the past 5 years, and evident to
students of the international monetary system for the past 15 years,
that far-reaching changes are necessary in the methods of providing
for the growth and use of reserves and in responsibilities for maintain-
ing stable exchange rates and convertibility of currencies.

The reform of the international monetary system involves complex
technical questions, and their solution will require extended considera-
tion. Provided there is a clear understanding on how the international
monetary system is to function in the meantime, discussions on the
longrun reform of the international monetary system can proceed with
the deliberation necessary for reaching agreement on basic changes
in the Bretton Woods system.

The one question on which there can be no delay, without under-
mining confidence in the international monetary system, is “the appro-
priate monetary means and division of responsibilities for defenging
stable exchange rates and for insuring a proper degree of convertibility
of the system.”

With fluctuating exchange rates, there need be no problem regarding
convertibility of currencies. They can be convertible in the exchange
market at prevailing rates of exchange. With stable exchange rates, it
is essential to have convertibility in some othcr form in order to avoid
an appreciation or depreciation of currencies above and below the ac-
cepted margins from parity. Under favorable conditions, the pattern
of exchange rates may remain stable even without convertibility. But
there c:r‘rll%e no assurance that it will. and it is this doubt that under-
mines confidence in the new central exchange rates.

The purpose of the International Monetary Fund is to establish a
multilateral system of payments based on stable exchange rates. That
means that a country that earns dollars, sterling, or other currencies
can use its earnings to make payments to other countries. It also means
that a country that holds reserves of dollars, sterling, or other foreign
exchange can use its reserves to settle a payments deficit with any other
country.

On t)171e other hand, without convertibility, countries might be com-
pelled to control their exchange transactions to assure continuous
balance in their international payments, and, in extreme cases, bilateral
balance with every other country. It should be noted that under the
Fund agreement, a country cannot require the conversion of dollars
merely in order to change the composition of its reserves: )

The present international monetary system cannot operate without
convertibility of the dollar. There are now about $75 billion of reserves
in the forms of currencies, of which ahout $50 billion are in T.S.
dollars. For most of the other foreign exchange reserves—for example,
sterling—convertibility means conversion in dollars, Moreover, as the
greater part of international payments is made in dollars, actual
day-to-day convertibility for almost every currency is maintained by
official support of the exchanee rate through intervention in the ex-
change market to buy or sell dollars.
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To put it as plainly as possible, convertibility in the international
gl(irlletary system is based almost entirely on convertibility of the

ollar.

It is difficult if not impossible for the International Monetary Fund
to operate unless the dollar is convertible. While countries can draw on
the IMF either in dollars or other currencies, they have no assurance
that they will be able to meet their repayment obligations unless they
can directly or indirectly use dollars for this purpose. :

The United Kingdom now owes the Fund a billion dollars, but it
has no way of paying. That is impossible while the dollar is
inconvertible.

Representative Reuss. May I interrupt you at that point, since you
have mentioned it? Do you agree with the criticism voiced by Mr.
Emminger of Germany that the United States ought to cooperate in
the restoration of what is called miniconvertibility by permitting the
depletion of our reserves by $300 billion to $400 billion in order to
he{)p the United Kingdom and other debtors repay their IMF loan ¢

Mr. BernsTEIN. I would prefer, Congressman, to set out my proposal
for restoring convertibility without risking a depletion of U.S. reserves
and then see how that fits into it. May I?

Representative Reuss. Surely.

Mr. BernstEIN. Furthermore, the system of special drawing rights
may be undermined by continued inconvertibility of the dollar. What
is the use of providing SDR’s for the trend growth of reserves if the
dollar is to be inconvertible? In one form or another, convertibility
of the dollar must be restored if the international monetary system is
to function.

The United States terminated the convertibility of the dollar into
gold on August 15, 1971, and it will never resume such convertibility.
Every country knows the difficulties the United States would expe-
rience if it undertook to make the dollar convertible into reserve assets
without safeguards.

Under present circumstances, with a continuing deficit in its pay-
ments, with $50 billion held by foreign monetary authorities, with
the strong preference for gold, SDR’s, and other foreign exchange,
the limited reserves of the United States could be quickly exhausted.

In fact, even if the United States had a payments surplus. it could
find that its reserves are being depleted through the ordinary opera-
tions of international settlements. The deficit countries would settle
their deficits with the United States in dollars, while the surplus coun-
tries would present the dollars they acquire for conversion into reserve
assets.

These are real difficulties in undertaking convertibility of the dollar
into reserve assets. The proper way of dealing with these difficulties
is not to keep the dollar inconvertible, but to devise a method of con-
vertibility that will safeguard the position of the United States while
giving assurance to the countries that hold dollar reserves.

As things stand now, no country can know for certain whether it
will be able 1 year from now to use its dollar reserves to make pay-
ments to Europe or, if so, at what approximate rate of exchange.

If the U.S. balance of payments recovers quickly, the European
countries may not object to a moderate increase of their dollar hold-
ings, even if the dollar is not convertible in any form.
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On the other hand, if there is a sharp increase of their dollar hold-
ings, some of them may decide not to accept more dollars, even if this
means abandoning their dollar exchange rates. Or if they continue to
accept dollars, it may be only in connection with trade, while other
payments go throu K a free market at fluctuating exchange rates.

Isit any wonder that some countries with nearly all of their reserves
in dollars feel that they must diversify their reserves, not to escape
from the dollar as such, but to escape from an inconvertible dollar?

The United States must consider carefully what degree of con-
vertibility of the dollar is essential for the functioning of the inter-
national monetary system and how it can provide such convertibility
without risk to its own reserves.

First, countries that earn dollars now must know with certainty that
they can use their newly acquired dollars to make payments to any
other country.

Second, countries that hold dollar reserves must know with cer-
tainty that they can use their dollars to settle a balance of payments
deficit with any other country. With safeguards, the United States can
afford to convert the increment of dollars resulting from its own
balance of payments deficit. It cannot afford to convert present hold-
ings of dollars merely to enable countries to change the composition of
their reserves.

I have proposed that the United States agree with the leading
reserve-holding countries on interim arrangements for maintaining
convertibility of the dollar in international settlements.

Under the interim arrangements, the other participating countries
would agree not to diminish their holdings of dollar reserves except
as required to meet their own balance of payments deficits.

In addition, they would agree to accept dollar reserves presented by
other countries in settlement of payments deficits with them. The
United States, in turn, would agree to convert any net increase in
the dollar reserves of other countries up to the amount of the U.S.
‘payments deficit in the interim period.

Convertibility of the net increase in dollar reserves held by the
other participating countries would be in one of the following forms:

1. If the United States had an increase in reserves during the
Interim period, other than through the allocation of SDR’s, it would
convert the increment of dollars pro rata in these reserve assets.

2. If the increase in the dollar holdings of the other participating
countries is more than the increase in U.S. reserves, the United States
would convert the excess, at its option. either—

(a) In reserve assets or in the currencies of any of the par-
ticipating countries; or

(6) In intermediate-term or long-term securities of the United
States denominated in SDR’s or dollars having the same exchange
guarantee.

Nonparticipating countries would have the same rights of conver-
sion as the participating countries for any increase in their dollar hold-
ings. When the international monetary system is reformed, the dollar
would become fully convertible by whatever method is provided for
under the new system.
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I believe that such interim arrangements for convertibility would
be acceptable to other countries. From the point of view of the United
States, it would be far superior to compelling the world to add another
uncertain amount of dollars to their present large holdings when
neither we nor they know what rights attach to these dollars.

These interim arrangements would provide assurance that the ex-
change rate for the dollar in all the leading currencies would be stable
within the new range above and below parity. The interim arrange-
ments would provide a fair and reasonable division of responsibilities
between the United States and other countries.

As it is now, the United States is in effect saying that it has no re-
sponsibility whatever for defending the present central exchange rate
for the dollar or for insuring a proper degree of convertibility of the
system.

yThe United States cannot walk away from the $50 billion of reserves
that other countries hold. It cannot adopt the attitude that whether and
how these dollars can be used as reserves is not our problem.

It is our responsibility to see that they can be used as reserves. We
have a right to expect that the use of dollar reserves will not weaken the
reserve position of the United States or undermine the working of the
international monetary system.

Other countries have a right to expect that their dollar reserves will
be freely usable in all international settlements, but not for the purpose
of changing the composition of their reserves. .

It is time for the United States and other countries to discuss the
arrangements that will respect their rights and protect our rights in
the holding and use of the $50 billion of reserves that they now have
and in any additional dollar reserves they may acquire in the future.
An agreement on this question cannot wait until the international
monetary system is reformed.

Representative Reuss, I would like to enter into the record, if you
will permit, a paper I wrote on this problem of cyclical monetary
policy when there are balance of payments problems.

Thank you.

Representative Reuss. Without objection, it is received.

(The paper referred to above follows:)
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INTERNATIONAL CAPITAL FLOWS

DOMESTIC AND INTERNATIONAL OBJECTIVES
" OF UNITED STATES MONETARY POLICY*

Epwarp BERNSTEIN?

It 1s WiDELY AGREED that the objectives of monetary policy include
the maintenance of a high level of production and employment, sta-
bility in the wholesale prices of domestically produced industrial
goods, and a strong balance of payments under a system of fixed
exchange rates. Ordinarily, there is no conflict between the domestic
and the international objectives of monetary policy. The monetary
measures that are necessary to avoid excessive fluctuations in eco-
nomic activity and prices are, at the same time, conducive to main-
taining an appropriate balance of payments.

When excessive aggregate demand, for example, is causing a boom
and putting upward pressure on prices, there will tend to be a deficit
in the balance of payments. Monetary measures to restrain demand
will also reduce imports and perhaps induce an inflow of funds from
abroad. On the other hand, when inadequate demand is causing a
recession and putting downward pressure on prices, there will tend
to be a balance-of-payments surplus. Monetary measures to expand
demand will also increase imports and perhaps induce an outflow
of funds abroad. In fact, a balance-of-payments surplus or deficit
will act directly to ease or tighten credit unless the monetary au-
thorities intervene to offset its effects on the money supply.

CONFLICTS BETWEEN OBJECTIVES

The conflict between the domestic and international objectives of
monetary policy arises when there is a persistent tendency toward
surplus or deficit in the balance of payments. That is to say, there
may be a large and prolonged payments surplus in a country with
a very high level of economic activity. This has been the situation
in a number of Continental European countries in recent years. Or

* This paper and the following papers by Milton Gilbert and Poul Hgst-Madsen,
with discussions by Roy Reierson, Hal B. Lary, and Philip Bell, were presented at a

meeting of the American Finance Association in Pittsburgh, Pa., on December 28, 1962.
The program was under the chairmanship of Henry C. Murphy.

1 Independent economic consultant, Washington, D.C,



617

there may be a large and prolonged payments deficit in a country
with a low level of economic activity. This has been the situation
in the United States since 1958. Under such conditions, measures
taken in a surplus country to restrain excessive demand will en-
courage an even larger balance-of-payments surplus. And measures
taken in a deficit country to restore the balance of payments will
tend to cause a further decline in economic activity. This is the con-
flict between domestic and international objectives of monetary
policy that must somehow be resolved, not only by the United States
but by some European countries.

This conflict existed under the traditional gold standard, although
it was not always recognized because the maintenance of the gold
value of the currency was regarded as the paramount objective of
monetary policy. The classical means of defending the exchange
rate in a period of balance-of-payments difficulty was to raise inter-
est rates. This principle was clearly stated by Bagehot ninety years
ago: _

The Bank of England must keep a reserve . . . to be used for foreign pay-
ments. And foreign payments are sometimes very large and often very sudden.
In order to find such great sums, the Bank of England requires the steady use
of an effectual instrument. . . . That instrument is the elevation of the rate of
interest. If the interest of money be raised, it is proved by experience that

money does come to Lombard Street. . . . Continental banks and others instantly
send great sums here, as soon as the rate of interest shows that it can be done

profitably.l

The use of high interest rates to attract funds in a period of
balance-of-payments difficulty has never been popular with the
business community. The greatest criticism of the British monetary
system in the nineteenth century was that it tolerated, if it did not
generate, such severe monetary pressure as to induce periodic de-
pression and occasional panic. To a surprising extent, this was ac-
cepted as inevitable under the gold standard. The rise of London
as a financial center increased the risk of monetary difficulties in
England and the tendency to transmit such difficulties to other coun-
tries. As some critics pointed out, the need to rely on severe credit
restriction could be obviated by holding larger reserves. On this, we
may quote Bagehot again:

NO\ZV t.h'at London is the clearing house to foreign countries, London has a
new liability to foreign countries. . . . A large deposit of foreign money is now

1. Walter Bagehot, Lombard Street (New York, 1873), pp. 45-56.
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necessary for the business of the world. . . . And we may reasonably assume
that in proportion as we augment the deposits of cash by foreigners in Londen,
we augment both the chances and the disasters of a run upon England. . . . And
if that run should happen, the bullion to meet it must be taken from the Bank
[of England]. . . . A great City opinion—a great national opinion, I may say,
for the nation has learnt much from many panics—requires the directors [of
the Bank of England] to keep a large reserve.2

The change in the attitude of monetary authorities toward mone-
tary policy came gradually, notably after the first World War, with
a recognition of the importance of maintaining a satisfactory mone-
tary environment for the domestic economy. On this, the Federal
Reserve, if not the champion of the new policy, was its practical
advocate. While the Federal Reserve in the 1920’s opposed congres-
sional efforts to include the stabilization of prices as one of the ob-
jectives of the Federal Reserve Act, it did abandon the view that
the supply of money in the United States must fluctuate with the
stock of monetary gold. “The theory on which the: Federal Reserve
Board is supposed to govern its discount policy, by reference to the
influx and efflux of gold and the proportion of gold to liabilities, is
as dead as mutton,” Keynes wrote in 1924. “It perished justly, as
soon as the Federal Reserve Board began to ignore its ratio and to
accept gold without allowing it to exercise its full influence, merely
because an expansion of credit and prices seemed at that moment
undesirable.”®

While some central bankers still say that the primary objective
of monetary policy is to regulate the balance of payments, their
principal concern, at least when there is a balance-of-payments sur-
plus, is to avoid the inflationary effects of accumulation of reserves
on a prosperous domestic economy. Despite their large payments
surplus in 1959 and 1960, the central banks of some countries of
Continental Europe made special efforts to hold down the expansion
of credit. Admittedly, when the balance of payments was under
pressure in 1956 and 1957, most European central banks did tighten -
credit and raise interest rates; but this was also a period of inflated
home demand. The monetary authorities have never lost sight of the
importance of the balance of payments in the formulation of mone-
tary policy, but quite properly they have not been able or willing
to ignore the domestic objectives of monetary policy.

2. Ibid., pp. 33-37. .
3. J. M. Keynes, A Tract on Monetary Reform (New York, 1924), p. 198.
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MONETARY Poricy aAND THE UNITED STATES
BALANCE OF PAYMENTS

The United States has had a large balance-of-payments deficit
since 1958. An important element in this payments deficit has been
the outflow of United States private capital. Nevertheless, the United
States has had a relatively easy-money policy since mid-1960, as
indicated by the large amount of free reserves of member banks of
the Federal Reserve System, averaging over $400 million, and the
yield on three-month Treasury bills, ranging from 2} to 2% per cent
a year. Obviously, the United States private-capital outflow could
have been diminished through a tighter credit policy. The question
is how much this would have improved the balance of payments and
what the consequences would have been for the economy of the
United States and of other countries.

Nearly two-thirds of United States private long-term investment
in recent years has been in the form of direct investment. Such in-
vestment is determined by the profitability of production and trade
abroad and it is not much affected by interest rates. The level of
direct investment was unusually large in some years from 1956 to
1959 because of the deficiency of direct investment in the early
1950’s. Direct investment has already passed its peak and declined
considerably in the last two years, even with lower interest rates. We
may expect the amount of new funds going into direct investment
to flatten out during the next few years. Provided the inducement
for United States direct investment is based solely on profitability
of production and trade abroad, there is no reason to attempt to
restrict such investment through a rise in interest rates in this
country.

New issues of foreign securities in the United States have in-
creased considerably in the last six years. These securities are issued
in the United States because of the easy access of borrowers to the
United States market, the restrictions on foreign issues in other
markets, the low issuing costs in the United States, and lower long-
term interest rates. A considerable part of the new issues of foreign
securities is purchased by investors in foreign countries. A rise in
long-term interest rates in the United States might induce a reduc-
tion of new issues of foreign securities and would, in other cases,
encourage a postponement of the issues, perhaps to a time when
there is less pressure on the balance of payments.

Foreign securities are a very small part of the new issues of bonds

76-150 O - 72 - pt. 3- 11
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in the United States market. In 1961, new issues amounted to $8,345
million of state and local government bonds and $9,425 million of
corporate bonds. In contrast, new issues of foreign securities in-
volved an outflow of $510 million in 1961. Excluding United States
government securities, foreign securities were 2.8 per cent of total
new issues in 1961. It would be a serious burden to the United States
economy to raise long-term interest rates sharply in order to reduce
by $100 million, or so, new issues of foreign securities in the United
States. This problem can be handled much better by co-operation
of the United States with other countries.

The outflow of United States private short-term funds has put
enormous pressure on the balance of payments. In 1960 and 1961,
the recorded outflow of United States short-term funds averaged
about $1.4 billion a year, and net payments on unrecorded trans-
actions averaged $600 million a year, much of which was undoubt-
edly an outflow of United States funds. A considerable part of the
outflow of United States short-term funds in the last two or three
years has been for the purpose of financing the large expansion of
United States exports. Much more has been lent abroad to take
advantage of opportunities that had been neglected in the past. In
my opinion, the large outflow of United States private short-term
funds, particularly that of banks, represents an extraordinary effort
to. adjust the holding of liquid assets more suitably between this
country and abroad. The outflow of United States private short-term
funds has been much less in 1962, and it is very unlikely to be re-
sumed on the scale of 1960-61.

This is not to deny that interest-rate differentials between the
United States and other financial centers provide a great incentive
to transfer funds abroad. While it is impossible to estimate the pre-
cise magnitude of the outflow of funds in response to differences in
interest rates, it may have been within the range of $300 million to
$500 million a year in 1961. The statistical studies of Philip W. Bell
and Peter Kenen place the outflow induced by interest-rate differ-
entials at less than this. Allowance should also be made for the pos-
sibility that 2 much higher level of short-term interest rates in the
United States might actually have drawn foreign funds from other
financial centers.

When interest rates are considerably lower in the United States
than in other countries, there is an inducement to transfer funds
abroad. Where the movement of funds is covered by a forward
exchange contract, to eliminate the exchange risk, the differential
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return is quickly eliminated, as the premium for forward exchange
relative to spot exchange tends to rise to offset the higher interest
rates in other -centers. Thus the movement of funds for covered
interest arbitrage is self-limiting. In fact, by operating in the for-
ward exchange market, the United States monetary authorities have
facilitated the adjustment of the relation of the forward to the spot
rate of exchange and thus have held down the outflow of funds.

Uncovered interest arbitrage, however, can continue so long as
there are differences in interest rates in the United States and
abroad. Under conditions where the United States balance of pay-
ments is weak and that of other countries is strong, considerable
sums will move abroad without covering the exchange risk. This
was the situation in 1960 and 1961, when the enormous outflow
of United States private funds took place. Except in the Nether-
lands and Switzerland, interest rates were higher in all other im-
portant financial centers than in the United States. With their strong
balance of payments and the convertibility of their .currencies, the
higher interest rates in other countries offered a better return and
sufficient security against exchange risks to attract a large amount
of United States funds.

With the rise in United States rates and the fall in European rates,
interest-rate differentials, as measured by money-market rates in the
principal financial centers, have become much narrower in 1962. At
present, the yield on three-month Treasury bills in the United States
is higher than the comparable return in other financial centers ex-
cept the United Kingdom and Canada, which have payments and
reserve problems, and France, whose economy is still booming. In
Germany and Belgium, as well as the Netherlands and Switzerland,
short-term money market rates are now lower than in the United
States. The lending rates of banks to their customers, however, are
still higher in some of these countries than in the United States, and
this undoubtedly has some effect on trade credit and the movement
of funds (see Chart 1).

ErrEcT oF HicH INTEREST RATES ON UNITED STATES
AND WoRrLD EcoNOoMY

The monetary policy of the United States should take account
and does take account of the effect of relative interest rates on the
balance of payments. It cannot, however, be indifferent to the effect
of monetary policy on the United States economy. The United States
has had a high rate of unemployment and a low rate of economic
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growth since 1957. Even at the peak of cyclical expansion in 1960,
the unemployment rate was 4.9 per cent of the civilian labor force,
and in the present expansion it is unlikely to go below 5.3 per cent.
The gross national product in constant dollars increased by 7.6
per cent from the cyclical peak of 1957 to the peak of 1960 and
may increase about the same to the peak of the present expansion.
Industrial production increased from 102.3 in August, 1957, to 111.7
in January, 1960, and may increase to about 121 by the end of the
present expansion,

CHART 1

MONEY MARKET RATES IN VARIOUS COUNTRIES
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The recent weakness in the United States economy is to a large
extent due to the exhaustion of the backlog of the extraordinary
postwar demand for durable goods, residential construction, and
plant and equipment. While this extraordinary demand was bemg
met from 1946 to 1955, the rate of economic growth was exception-
ally high. There has been very little increase in output in these
sensitive sectors of the economy in the past few years, and for this
reason there has been a slowdown in economic growth. This is a
typical postwar-trend cycle, the low phase of which may come to an
end in two or three years. In the meantime, every effort must be
made to maintain and stimulate aggregate demand until the normal
replacement of durable goods and the normal growth in the stock
of such goods once more raise production and employment to a satis-
factory level. This will require a wide range of measures—the re-
duction of taxes, encouragement of investment, retraining of labor,
aid to depressed areas, etc. A sharp rise in interest rates at this time
would make it more difficult to stimulate the expansionary forces
that are now lacking in the United States economy.
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In the present state of the United States economy, it is not prac-
tical to attempt to eliminate the balance-of-payments deficit through
high interest rates. A tighter credit policy would, no doubt, reduce
to some extent the outflow of short-term funds. It would, however,
hamper the longer-range measures necessary to strengthen the basic
balance of payments. For the United States, an increase in invest-
ment, particularly for cost-reduction purposes, is essential not only
to stimulate the domestic economy but also to improve its competi-
tive position in world trade. While other measures that have already
been taken, such as the tax credit and revised depreciation schedules,
are helpful to investment, it would be undesirable to diminish their
favorable effects through high interest rates. A reduction of taxes
would, of course, make it possible to maintain and increase aggre-
gate demand even with a rise in interest rates. Even so, interest rates
would have to be kept at a moderate, rather than a high, level until
there is fuller use of United States productive resources.

The United States must also take account of the effect of its eco-
nomic policies on other countries. The United States is a prime
mover in the world economy. Its industries consume a large part
of the raw materials produced in all parts of the world. A slowdown
in the United States economy, particularly of investment, would put
further pressure on the prices of raw materials and lead to a de-
terioration in the economic situation of the low-income countries
dependent on such exports. Furthermore, some large trading coun-
tries, notably the United Kingdom and Canada, have recently had
payments difficulties while their own economy has been lagging. A
sharp rise in United States interest rates would necessitate an even
sharper rise in their interest rates. The competitive rise in interest
rates would probably have a negligible effect in changing the capital
outflow; but it would have a seriously detrimental effect on the econ-
omy of all three countries. The United States balance of payments
must be corrected through a variety of measures acting on interna-
tional trade and foreign investment that spread the impact equably
among many other countries. This cannot be done by relying on
high interest rates as the principal instrument for eliminating the
balance-of-payments deficit.

While it is important for monetary policy to take account of the
balance of payments, it is not possible or desirable for the United
States to abandon the use of monetary policy as an instrument for
influencing the domestic economy. Virtually all other measures that
can be used to act on the domestic economy are subject to congres-
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sional approval. At best, new policies in these fields can be estab-
lished only after considerable delay, and they can be applied only
within narrow and clearly defined limits. Monetary policy remains
the one instrument that can be used quickly and flexibly within the
discretion of the United States Administration. It is essential for
the monetary authorities to continue to have and to use the power
to tighten credit in a period of excessive expansion and to ease credit
in a period of cyclical recession. Obviously, their use of monetary
policy must be tempered by the state of the balance of payments.
There is no reason why the use of monetary policy as an instru-
ment for guiding the United States economy cannot be combined
with its use as one of the means of alleviating the balance-of-pay-
ments difficulties. Both the domestic and the international objectives
of monetary policy can be attained, provided that the monetary au-
thorities are careful to avoid extremes that may have a seriously
adverse effect on either the level of economic activity or the balance
of payments. The limitation on the use of monetary policy in the
form of very low or very high interest rates does mean, however,
that greater use must be made of other measures to act on the bal-
ance of payments and on the domestic economy. Most important,
it means that international co-operation is necessary on a much
broader range of questions in order to assure that policies of other
countries do not hamper the United States in dealing with its do-
mestic economic problems or its balance-of-payments difficulties.

INTERNATIONAL COOPERATION ON MONETARY PoLicy

The sensitivity of governments to domestic economic conditions
now is far greater than it has ever been in the past. No government
can neglect the primary objective of economic policy, which must be
the maintenance of a high level of production and employment. This
must be achieved within a framework of monetary stability and an
appropriate balance of payments. No economic policy, and particu-
larly no monetary policy, is without some influence on the balance
of payments. The great industrial countries must find the means of
reconciling the domestic and the international objectives of mone-
tary policy.

The basis for the reconciliation of domestic and international ob-
jectives of monetary policy is to create an environment in which a
serious conflict can be avoided. This means that all the great indus-
trial countries must take prompt action to put their balance of pay-
ments in order when there are indications of a deterioration in their
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payments position. If large and prolonged balance-of-payments defi-
cits can be avoided, it will not be necessary to take extreme meas-
ures that will inevitably have an undesirable effect on the domestic
economy and the world economy. One of the objectives of the Inter-
national Monetary Fund (Art. I, sec. v) is to enable member coun-
tries “to correct maladjustments in their balance of payments with-
out resorting to measures destructive of national or international
prosperity.”

Not only must countries act more promptly, but they should make
wider use of other measures, in addition to monetary policy, as a
means of regulating aggregate demand, domestic prices and costs,
and consequential effects on imports and exports. Too much reliance
on a single instrument of policy, whether it is monetary policy, fiscal
policy, or direct restriction of imports, may place too great a burden
on a single sector of the domestic economy, or it may concentrate
the impact of the adjustment on the balance of payments of one or
a few countries. More moderate action in a wider range of. policies
will facilitate the adaptation of the domestic economy to the re-
straints imposed by the balance of payments and will spread the
impact of such measures over the trade and payments of many
countries, each absorbing to a small extent the effects of reduced
imports and reduced capital outflow. Nothing is gained by shifting
the balance-of-payments problem from one country to another with
a weak payments position, and it may induce competitive restrictions
that can only undermine the world economy.

In specific terms, there must be greater co-operation among the
financial centers on monetary policy generally and on short-term
interest rates particularly.* This does not mean that these countries
must have the same interest rates regardless of the state of their
economy or their balance of payments. If short-term interest rates
are the same in all of the financial centers, they may not be appro-
priate in any. Instead, countries must use a flexible monetary policy

4. The Federal Reserve and the Bank of England worked closely together on monetary
policy throughout the 1920’s, when sterling was under severe pressure. The adjustment
necessary for sterling, Governor Strong of the Federal Reserve Bank of New York wrote
to Secretary of the Treasury Mellon in 1924, “can be facilitated by cooperation between
the Bank of England and the Federal Reserve System in the maintaining of lower
interest rates in this country and higher interest rates in England so that we will become
the world’s borrowing market to a greater exent, and London to a less extent. The

_burden of this readjustment must fall more largely upon us than upon them. It will
be difficult politically and socially for the British Government and the Bank of England
to force a price liquidation in England beyond what they have already experienced in
face of the fact that their trade is poor and they have over a million unemployed people
receiving government aid” (Lester V. Chandler, Benjamin Strong, Central Banker
[Washington, 19581, pp. 283-84).
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without the extremes of credit ease or credit restriction that were
so common only a few years ago. Fluctuations in interest rates
should be within a narrower range than in the past. The United
States cannot again expect to have a 1 per cent bill rate, as it did in
the recessions of 1954 and 1958. Nor can the United Kingdom have
a bank rate of 7 per cent as it did in 1957 and again in 1961. The
old saying in the City that “7 per cent will bring gold from the
moon” may some day be true.® At present, it is more pertinent that
7 per cent will bring a large drain of gold from New York.

There is an exaggerated notion of what is gained, either for do-
mestic or international objectives, through extremely high or low
short-term interest rates. When interest rates are reduced during a
recession and raised during an expansion, one objective is to let the
economy know that interest rates will be higher after the recession
and lower after the expansion. This can be done just as well with
Treasury bill rates of about 2 to 33 per cent instead of 1 per cent to
4§ per cent, the range in the cycle of 1958-60. Similarly, when a
country has a payments deficit which necessitates an immediate
influx of foreign funds, it can be achieved in a reasonable way with
a bank rate of 4 or 4} per cent. A much higher bank rate than this
creates a crisis atmosphere and may necessitate an offsetting rise in
interest rates in other financial centers. If a country will deal with
its balance-of-payments problem in its early stage, a moderate rise
in interest rates will give as much support through capital inflow
as other countries can be reasonably expected to finance without
necessitating protective measures through a rise in their own interest
rates.

The United States is by far the largest source of capital through
the issue of new foreign securities. It is anomalous for a deficit
country to provide so much capital in this form. Some of the coun-
tries of Continental Europe are natural capital exporters, with large
reserves, a balance-of-payments surplus, and an excess of savings
. for their own investment needs. With the exception of Switzerland,
long-term interest rates in these countries are higher, in some in-
stances considerably higher, than in the United States. Their long-
term interest rates should be better related to those of the United
States. Because of the high unemployment in this country, the nar-
rowing of his gap will have to come through a decline in European
rates rather than a rise in United States interest rates. Dr. Holtrop,
the president of the Netherlands Bank, has called for greater co-

5. Walter Leaf, Banking (London, 1935), p. 38.
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operation on long-term interest rates and capital markets. There
is no reason why governments and international institutions which
are borrowers of long-term funds in the United States should not
raise more of the capital they need in other countries. Consultation
among the financial centers could very well direct more of such bor-
rowing to the surplus countries of Europe (see Chart 2).

The use of a flexible, but more moderate, monetary policy would
reduce the outflow of short-term funds in response to interest-rate
differentials without stopping it. In fact, it would not be desirable
to eliminate such capital movements. With a better-balanced pattern

CHART 2
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of international payments, short-term capital movements can be
helpful in financing temporary balance-of-payments deficits. Never-
theless, even with smaller interest-rate differentials, there will be
periods when large capital outflows occur either in response to such
differentials or for speculative reasons. At such times, it may not be
possible for a country to raise interest rates sufficiently to stem the
outflow of capital. Instead, it would be desirable to have access to
special resources to finance the outflow of funds and restraint by the
recipient countries in converting into gold the funds they acquire.
Fortunately, measures for these purposes have recently been
taken. Just a year ago, ten large countries agreed with the Inter-
national Monetary Fund to make available $6 billion to be used pri-
marily to finance short-term capital movements.® It would be highly
desirable to extend these arrangements among the same group of

6. The countries are United States, United Kingdom, France, Germany, Italy, Nether-
lands, Belgium, Sweden, Canada, and Japan.
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countries, and Switzerland, to minimize the pressure on gold re-
serves by a greater holding of foreign exchange as reserves. The
Secretary of the Treasury has already stated that this will be the
policy of the United States when the balance of payments is once
more in surplus. The Federal Reserve has entered into arrangements
for currency swaps with other central banks and the Bank for Inter-
national Settlements. What is necessary now is to place these ar-
rangements in a systematic framework that will strengthen the ca-
pacity of the great financial centers to deal with the reserve and
payments problems peculiar to them, particularly the recurrence of
large movements of liquid funds and the massive conversion of cur-
rency balances into gold. :

Never before has there been so clear an understanding among the
great industrial countries of the need for common action to enable
the world economy to function effectively under a system of fixed
exchange rates supported by adequate reserves. The fields of inter-
national financial co-operation are being gradually broadened. Such
co-operation is indispensable to the effectiveness of national eco-
nomic and monetary policies. With co-operation among the leading
financial centers, there is no reason why monetary policy cannot
continue to be an important, although not the only, instrument for
achieving both its domestic and its international objectives.
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Representative Reuss. Thank you very much, Mr. Bernstein.

I will ask each of your this question? How do you think your pro-
posal for dealing with the questions of greater ease in determing the
exchange rates of the United States, with respect to the $50-bi%lion
overhang, and convertibility of the dollar, how do you think your
views on those questions differ from those of the Treasury ¢

Mr. BernsTEIN. I don’t always know for certain what the views are
of the Treasury, particularly on reading the first statements.

Representative Reuss. The publicly stated views.

Mr. BernsTEIN. The Secretary of the Treasury has said there will
be no convertibility of the dollar in 1972. I think how that fits with
what I said depends on two things: First, if he means gold converti-
bility there will be none. If he means convertibility in other reserve
assets without question, it is possible but risky. But if he means no
form of convertibility within a multilateral payment system, then I
think we differ very seriously, because I believe it is in our interest
to do this, to have a form of convertibility that safeguards our re-
serves but gives other countries assurance on the use of their dollar
reserves. :

I don’t think it is reasonable, I don’t thing it is possible, to expect
other countries to take an uncertain amount of dollars in the future, to
accept the sole responsibility for defending the dollar rate of exchange,
when they don’t Enow what rights, if any, attach to those dollars.

Representative Reuss. Mr. Triffin.

Mr. TrirFiN. I share the view of Mr. Berstein on this. I would
go maybe a little further and say that if the expectation is that other
countries will automatically absorb any amount of dollar overflows
that come to the market, that means, in effect, that there would be no
exchange rate readjustment of the dollar, even if such readjustment
were to be needed.

It means we could have any amount of deficits and we would be
prevented, in fact, from readjusting the value of the dollar because
other countries would buy it to prevent it from being readjusted.

Second, however, I would say that I deeply share the views of Mr.
Bernstein that such expectation would soon be proved wrong if our
balance of payments remains in substantial deficit. Other countries
might then either let their currency appreciate, but more likely they
would use all kinds of exchange restrictions, exchange controls to
stem'the flood of dollars.

They might resort to a two-tier exchange market, as Mr. Berstein
suggested, to let the dollar depreciate on financial transactions while
preventing devaluation of the dollar as far as current transactions
are concerned. .

Obviously, foreign firms would prevent the central banks from let-
ting their own currency appreciate indefinitely, thus undermining
their own competitiveness in world trade.

Representative Reuss. In the light of the beliefs of you gentlemen
that you have just expressed, would you agree that there should be
taking place now meetings of finance ministers, central bankers, dep-
uties, of at least the same number and intensity as was the case be-
tween August 15 and December 18, when the object was an interim
realinement agreement ?



630

Mr. Trirrrn. Absolutely. I think that is the main burden of my own
statement. What I deplore is the complacency, the procrastination,
which is bound to lead to new crises ﬁlowing in our faces, and to
disorderly reactions on the part of foreign countries.

I think that is the same message that was given by Mr. Bernstein.

Mr. BernsTEIN. Congressman, I don’t mind the Treasury waiting
and studying the problem of reform of the international monetary
system. I am positive that a reform will come.

What I am afraid of is that waiting isn’t the proper I})lolicy for the
functioning of the international monetary system in the meantime.
We do have to know how dollars can be used. If we don’t let. them know
how dollars can be used, there will be a quiet escape from the dollar.

As T mentioned, some central banks are, in fact, selling moderate
amounts of dollars, which are their only reserves, in order to have
another reserve asset on which they could count in the future.

Incidentally, I think this view that the backflow of funds to the
United States isn’t taking place is greatly exaggerated. It is coming
in but not as rapidly as we had expected It is financing a good part of
our deficit today, our continuing deficit on goods, services and long-
term capital It would come back much more quickly if the world had
confidence that we and other countries intend to defend the present
parities and also to reestablish convertibility.

Representative Reuss. Gentlemen, thank you very much for your
very significant contributions to our thinking. Unfortunately, Sen-
ator Javits, Mr. Boggs and others, have been called to the floor.

Thank you very much.

The committee will now stand in recess until 10 o’clock tomorrow
morning, when we will reconvene in this room.

(Whereupon, at 12:10 p.m., the committee recessed, to reconvene
at 10 a.m., Wednesday, February 23,1972.)
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The committee met, pursuant to recess, at 10 a.m., in room 1202,
New Senate Office Building, Hon. William Proxmire (chairman of
the committee) presiding.

Present: Senators Proxmire and Pearson; and Representative
Conable.

Also present: John R. Stark, executive director; Loughlin F. Mc-
Hugh, senior economist; Courtenay M. Slater, economist; Lucy A.
Falcone and Jerry J. Jasinowski, research economists; and Walter
B. Laessig, minority counsel.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman Proxumire. The committee will come to order.

We are going to proceed in the absence of Mrs. Kreps because I un-
derstand she is on her way, and Mr. Brimmer, unfortunately, has to
leave early. We would like to accommodate him.

Of the many problems which confront economic policymakers at
the present time, the most urgent is to begin reducing unemployment.
A difficult question which has come up again and again during these
hearings is the extent to which unemployment can be reduced through
the use of fiscal and monetary policy and the extent to which we
must turn to manpower programs and other efforts to improve the
structure of the labor market.

Indeed, this question of aggregate versus specific policies may have
received more attention than is really required at this particular mo-
ment. We need both. There may be no conflict between them, between
fiscal and monetary policy on the one hand and efforts to improve
the structure of the market on the other. Unemployment has been high
for a long time and it seems obvious that stimulative and monetary
policies to shake this problem out of the doldrums are required.

The unemployment rate for teenagers will be well above 10 per-
cent. The unemployment rate for blacks will be twice that for whites.
The unemployment rate for female heads of household will be sub-
stantially above that for males.

When we know these facts, we know that structural improvement
of the labor market must go hand in hand with fiscal and monetary
stimulus.

(631)
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We should have better manpower training, better job placement
services and elimination of discriminatory practices. We are happy
that yesterday the Senate passed a strong antidiscrimination bill that
should help a great deal.

The difficult question.is to determine how we achieve these improve-
-ments, what specific steps are to be taken to improve manpower serv-
ices, and how we go about providing the same job opportunities for a
woman who supports a family as we do for a man who supports a
family; how do we eliminate discrimination against blacks or Mexi-
can-Americans. These are questions which must be answered if our
commitment to a full employment economy is meaningful.

Our distinguished panel this morning has been asked to address
themselves to these difficult questions of providing employment oppor-
tunities to the various groups which make up the labor force,

Our first witness is Andrew F. Brimmer, member of the Board of
Governors of the Federal Reserve System. Governor Brimmer was
Assistant Secretary of Commerce for Economic Affairs. Prior to that
he taught at the Wharton School at the University of Pennsylvania.
Thus, he brings not only a deep personal interest but a background of
both scholarship and policymaking experience to our subject this
morning. :

Following Governor Brimmer, if Mrs. Kreps comes in time, we will
hear from Mrs. Kreps, who is dean of the Woman’s College at Duke
(IlIniversit,y. Mrs. Kreps is professor of economics at Duke as well as

ean.

She has authored a number of scholarly publications, many in the
manpower field. One of the most recent in a study of the work experi-
ence of women entitled “Sex in the Marketplace.”

The third member is Vincente Ximenes, vice president of the Na-
tional Urban Coalition. Mr. Ximenes was formerly a member of the
Equal Employment. Opportunity Commission and head of President
J ghnson’s Cabinet Committee on Mexican-American Affairs.

I would like to request that all panel members hold their state-
ments to 15 minutes or less. Because Mr. Brimmer is in a hurry, we
are going to question him first and then excuse him.

STATEMENT OF HON. ANDREW F. BRIMMER, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. Brimmer. Thank vou, Mr. Chairman.

The invitation to me to appear at these hearings asked that I dis-
cuss the difficulties of minority groups, particularly blacks, in their
attempt to surmount discriminatory barriers to equal employment
opportunities. .

It is in that context that I appear to present my personal views.

Mr. Chairman, you will recal that, on Februarly 9, the Chairman
of the Federal Reserve Board appeared before your committee on be-
half of the Board as part of the annual hearings on the President’s
Economic Report. Consequently, I will not travel over that ground
again.

gMorem'rer, the general assessment of the outlook for the national
economy in 1972 has been presented by the Council of Economic
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Advisers (CEA), and I am in broad agreement with the Council’s
conclusions.

Therefore, I will not attempt to present a separate estimate or
projection of gross national product (GNP) and its components.
Instead, within the framework developed by the CEA, I will (1)
review recent economic trends in the black community, and (2) at-
tempt a rough assessment of the prospects for blacks in the short-run.

In approaching this subject, I worked against the background of
the research I have been doing, dealing with employment, unemploy-
ment, income and the interrelations among the black community and
the total economy.

The prepared statement, itself, is focused primarily on the recent
experience of blacks in the economic arena, but to provide some per-
spective I have also looked at the progress blacks have made in terms
of employment and occupational upgrading in the last decade. That
accounts for the first section of the prepared statement.

The net result of the analysis is as follows: Over the 1960’s, blacks
made a substantial number of gains in terms of the range and level
of jobs acquired. The statistics in table 1 of the prepared statement
demonstrate that fact. However, if one looks at the distribution of
black employment in terms of the principal occupations, it is clear
that the blacks are still heavily concentrated in the occupational cate-
gories which require little skill. In particular, the deficit in white
collar occupations remain fairly large.

Chairman Proxare. Are you referring to a particular table?

Mr. Brimmer. The tables are attached to the prepared statement.
It may be helpful to pull them apart from the prepared statement.

I was saying, Mr. Chairman, that the progress over the decade was
substantial, but, nevertheless, compared with their overall participa-
tion in the economy, which is about ‘11 percent for blacks, the occu-
pational deficit in white collar employment averages about 40 percent
and remains quite large.

It was against the progress of the 1960’s that I took a particularly
hard look to see what had happened in 1971. As I said at the outset,
part of my comments will be focused on developments during the
cyclical experience, 1969-71. If one compares in table 1 of the pre-
pared statement the situation in 1971 with the situation the year be-
fore, several things stand out. First, blacks in 1971 had a mixed
employment experience. Total employment rose moderately while
the number of black jobs declined somewhat. The losses were concen-
trated among blue collar workers because the number of blacks in
white collar jobs continued to expand. ‘

Within the blue collar group the attrition was most noticeable in
the case of operatives. The chairman will remember that these are
primarily manufacturing workers. I want to stress that.

This situation was mainly a reflection of the continued sluggishness
of activity in the manufacturing sector in which a sizeable propor-
tion of blacks are employed. ‘

In general, blacks made sizeable gains in the 1960’s, but these gains
came to a halt in 1971, as far as employment in concerned.

Moreover, it was the first time in the decade that the year-to-year
change in the number of jobs held by blacks declined. There was a
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decline of some forty-odd thousand jobs as far as blacks were con-
cerned, whereas total employment continued to expand at a fairly
good rate in 1971.

I also looked a the growth of the labor force.

Chairman Proxmire. What was that period of decline ?

Mr. Brimmer. Some forty odd thousand, 1970 to 1971. In my pre-
pared statement I spell that our a little more fully.

In 1971, there were some 8.4 million blacks who were holding jobs,
representing 10.6 percent of the labor force. However, the number
of employed blacks in 1971 was about 43,000 below that for the year
earlier, while total civilian employment was 490,000 higher.

In contrast, in 1970, black employment rose by 62,000. Let me re-
peat: In 1970, there was an increase of 62,000, and in 1971, there
was a decrease of 43,000.

Again, in both years the total number of jobs continued to expand.
As I'said earlier, this represents mainly the adverse effects of the reces.
sion on blacks. )

During the downphase of the recession, blacks were not hit quite
so hard as whites, mainly because the down side of the recession was
characterized to some extent by the cutback in employment in the
aerospace industries and blacks were not so heavily represented there.

I have been particularly concerned, in working up the material in
the preparation of this prepared statement, with the outlook for blacks
in manufacturing. To get a feeling for the outlook, I went in some de-
tail into the distribution and growth of black employment in private
industry. The highlights of that inquiry are presented in my prepared
statement.

Let me pause a moment to say that for the first time we were able
to get a fairly comprehensive view of the proportion of jobs held by
blacks in the major industries. This was possible because of my access
to two sources of data. The first one is a summary of statistics pre-
pared by the Equal Employment Opportunity Commission based
on the report it gets from those companies, mainly large companies,
covered by title 7 of the Civil Rights Act of 1964.

I summarize those data for 1970 in table 2 of my prepared state-
ment. Although the sets of information are somewhat incomplete
because of the differing degrees of coverage in particular industries,
the key points arising from these data are roughly as follows: The
data show that for the companies reporting, 28.9 million jobs were
reported.

Roughly 14.5 million were in manufacturing. For blacks, about
3 million jobs were covered, and about 1.4 million were in manufactur-
ing. That comes close to 50 percent in each case.

As T said earlier, that series is incomplete and it would be much
better to have a more comprehensive series. For this purpose, the
Bureau of Labor Statistics (BLS), at my request, permitted me to
use the ratios of employment by color in each industry, calculated
* from the data which the Census Bureau collects for them in the house-
hold survey. The BLS publishes the gross figures. They do not (and
still do not) publish the detailed figures.

However, BLS did permit me to use the ratios and I summarize
these, Mr. Chairman, in table 4 of my prepared statement.
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I call the committee’s attention particularly to tables 3 and 4 of my
prepared statement. First table 4. You will notice that in the right-
hand column, the last column, I show in 1971 Negroes and others as
a percentage of total employment. About 92 percent of all the cover-
age in that series are blacks. The rest are mainly orientals and Amer-
ican Indians.

I want to stress that in this series Mexican-Americans are treated
as white and not as blacks. So there may be a difference in the cover-
age of the series presented here today.

You will notice that of the total jobs reported, blacks held about 11
percent. But they held about 9 percent in manufacturing.

Chairman Proxmire. What is that table?

Mr. BrimuEer. That is table 4 of my prepared statement.

In other words, it would be helpful if the committee thought of
10 percent as a rough benchmark from which to measure the situa-
tion in each case.

However, when the data are turned around, and we look at the
Ela,ces where blacks worked—in other words, ask the question, Where

ave blacks found jobs? The results are shown in table 3 of my pre-
pared statement.

Here again we take the roughly 8.5 million employed blacks in
1971 and we distribute them according to the places in which the
blacks had jobs. Here we are looking at the situation from the point
of view of the black households and then tracing through the dis-
tribution of black employment by industry. These data show, for
example, that about 4 percent of all employed blacks were in agri-
culture, 0.2 percent in mining, about 5.5 percent in construction, 23
percent in manufacturing,

That is one of the points I wanted to make. If we look at the 23
percent of blacks in manufacturing, it is not essentially different
from the 25 percent of the total in manufacturing.

But when you look at other major industries, except services, in
most cases—not all, but in most cases—the blacks have found pro-
portionately fewer opportunities. That is the key point I wanted to
make. For this reason, the behavior of the manufacturing sector is
1mportant.

Second, the behavior of the services sector, trade and so on, are also
important, because these are the growing sectors. The behavior of the
Government sector is important because blacks are represented to a
much greater extent on Government payrolls than they are in the pri-
vate economy as a whole.

We have very good data for the Federal Government. There blacks
make up some 15 percent of the Federal payroll as opposed to, say,
roughly 10 percent of all the jobs in the economy.

These industry data are also important because when they are ana-
lyzed, they shown that blacks lost substantially—as I said, 43,000
jobs—in 1971. And that reflected mainly the losses in manufacturing—
and not in services, trade, and Government where there was continued
growth. :

One other point T wanted to make about the industry data concerns
the outlook for blacks in Government employment. As I said earlier,
blacks are much more heavily represented in Government service than

76-150 O - 72 - pt. 3 - 12
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they are in the economy generally. However, blacks remain heavily
concentrated in the lower grades of the Federal service. With the
holddown and, in fact, 5 percent cutback projected in Federal employ-
ment for fiscal 1972, I wanted to know whether there was a likelihood
that blacks would end up bearing a disproportionate share of the cut-
back. I tried to formulate the question in terms of the turnover rate of
blacks compared with expected attrition rates.

I asked the Civil Service Commission for some data to assess this
possibility, but the Commission did not have the information. They
assured me that they had no indication that the cutback in Govern-
ment employment would affect blacks adversely. However, the data
show that from May 1970 to May 1971, there was a decline, a net de-
cline, in the number of blacks in the Federal public service.

However, as I said earlier, where the cutbacks did occur in Govern-
ment service, and blacks did see some reduction, it was in the lower
grade of the Postal Service, where in the white-collar jobs there was an
Increase.

- There is an interesting aspect, of the behavior of black employment
in Government: The turnover rate tends to be very high ; that is the
quit, rates are very high. I suspected that, but in order to get a better
feeling, since the Civil Service Commission did not have the statistics,
I asked the Federal Reserve banks to do a survey in their institutions
to see what the situation was.

These data show what all of us expected and what should have been
expected, that the turnover rate among blacks in the lower grades,
grades 1 through 5, is particularly high. These grades are not appre-
ciably different from the same kind of grades in the Federal service,
although they do differ to some extent, because the Federal Reserve
banks are not carbon copies of the Federal Government.

The information shows in broad outline that the turnover rate is
particularly high among blacks. As a matter of fact, it is about 114
times as high for blacks as for all employees. These data suggest that
one would have to be particularly careful to make certain that the hi gh
turnover rates among blacks in fact are not translated into high at-
trition rates, and thus. into a decline in the percentage of blacks em-
ployed in the Federal Government.

Mr. Chairman, in conclusion, these different employment patterns
and trends suggest a fairly clear but far from comfortable picture.

The depressed conditions in manufacturing industries, only par-
tially offset by growth in other sectors, have had a seriously adverse
effect on black employment in the last 2 years. The net result has
been a halt to the vigorous growth of black employment registered
during the last half of the 1960’s.

The situation with respect to black unemployment is not surprising.
Most _times when figures on unemployment among blacks are com-
pared with total unemployment, focus is put on the unemployment
rate. But I wanted to get a feeling for the composition of unemploy-
ment.

I will not go into the details, but the broad outlines are clear. Blacks
tend to have unemplovment rates about twice those of whites, except

in very few years when the unemployment rates for whites were
rising.
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T also show here that the cutback in manufacturing jobs in the last
couple of years has had adverse effects on the level of unemployment
among blacks.

The statement also contains an analysis comparing the 1960-61 re-
cession with the 1970-71 recession and its effect on blacks. Essentially,
the pattern was roughly the same, but there are a few differences. 1
will not take the committee’s time to go through them now.

The next thing I looked at in assessing the situation of blacks was
their income position. Here, again, the broad outlines are familiar to
the committee. Black income still remains some three-fifths that of
white income. The black share of total income, however, has been
rising since the year 1960. It was rising from the neighborhood of
just over 6 percent to about 6.5 percent. ‘

However, in 1970, it hit about 6.5. Though I have not worked out
the details, given the employment situation, it is my impression that
black income as a proportion of the total did not grow 1n 1971. If it
grew, it grew very little.

There is one other. thing that the committee might notice. That is
while the black median income in relation to that for whites has been
rising a bit, the absolute gap between black and white income has been
getting larger. The gap rose steadily through the 1960’s.

So black families, in terms of income, still lag substantially behind
white families.

I also looked at what had been happening to the distribution of
income within the black community. The net conclusion is that this
distribution, which had been tending toward more equality during the
1960’s, apparently in the last 2 years began to show somewhat less
equality than had been true before. :

Finally, before summarizing and turning to the outlook, I would
call the attention of the committee to a piece of analysis which I
undertook for the first time.

I find it interesting but also of some significance. This deals with
the share of taxes paid by blacks. I think it provides some insight into
the situation of the blacks in the economy as a whole. The Census Bu-
reau was very helpful and prepared some special tabulations on
household income, which we could then use to estimate Federal in-
come taxes paid by blacks.

The method adopted was that developed by Mr. Miller of the
Census Bureau. I summarize the results. Essentially, what these data
show is the following: I estimate that in 1969, Negroes and other races
paid about $4.7 billion in Federal income taxes, while their income
amounted to about $41 billion. The white families received about $562
E_ii‘%@on of income and paid Federal income taxes of approximately $82

illion.

Thus, while blacks and other races constitute about 13 percent of the
population, they received about 6.8 percent of the adjusted gross in-
come, filed 11.5 percent of the tax returns and paid roughly 5.5 percent
of the Federal income taxes.

When you take account of the social security taxes and State and
local taxes and others, the discrepancy between income and taxes paid
by blacks is somewhat narrowed. But, in general, these data also show
the extent to which blacks in fact are sharing only roughly haif as
much in the economy as the population as a whole.
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Finally, Mr. Chairman, I tried to look ahead to what might be
expected in broad outline for blacks in 1972, Again I took the frame-
work prepared by the Council of Economic Advisers as a guideline
and I looked at the prospects for manufacturing, services, and several
other industries.

In general, I get the impression that the environment in business
today is much more hospitable to the hiring and upgrading of blacks
than it was even a few years ago. At the same time, I also get the
feeling that, although many of the leaders in industry are very con-
scious of the need to promote equal employment opportunity by in-
creasing their percentage of black employment, in many cases the
rehiring of workers—because of trade union agreements—would have
to be done on a seniority basis, which would generally not favor
blacks and other minority groups that are still relatively newcomers
to certain sections of industry.

In some industries in which blacks are heavily concentrated, in fact,
there were declines in 1971. I spell these out in some detail.

I also wanted to get a feeling for the way in which industry was
looking toward rehiring. This is very tenative, but in general I con-
cluded that the growth of jobs in manufacturing—I cannot estimate
how large that might be in 1972—will be helpful to blacks.

Also, the expansion in jobs in services, government, and trade, will
be helpful. But I came away with the net conclusion that the continued
sluggisness in manufacturing, in which blacks are heavily concen-
trated, would dampen to some extent the overall prospects for black
employment in 1972,

There will be some progress—but this will fall short of the strides
made in the late 1960’s. Moreover, since the Council of Economic Ad-
visers has estimated that even at the end of the year the total unem-
ployment rate would not be below 5 percent, I concluded, as blacks
have traditionally had a 2-to-1 ratio, that there appeared to be no
basis for expecting blacks to improve their relative unemployment
position in the course of this year.

In my judgment, the single most important contribution that can
be made this year to enable blacks to make further economic progress
is at least to insure the sizable expansion projected by the CEA, in
the national economy in 1972, while at the same time pressing onward
with the campaign to check inflation.

Thank you.

(The prepared statement of Mr. Brimmer follows :)
PREPARED STATEMENT OF HON. ANDREW F. BRIMMER
EcoNoMIC SITUATION OF BLACKS IN THE UNITED STATES -
INTRODUCTION

Mr. Chairman and Members of the Committee, I am pleased to appear before
this Committee to discuss recent economic developments in -the black com-

munity. The invitation requested that I . . . discuss . . . the situation of minority
groups, particularly blacks, in their attempt to surmount discriminatory bar-
riers to equal employment opportunities. . . .” It is in that context that T appear

to present my personal views.

On February 9. the Chairman of the Federal Reserve Board appeared before
your Committee on hehalf of the Board as part of the annual hearings on the
President’s Economic Report. Consequently, I will not travel over that ground
again. Moreover, the general assessment of the outlook for the national economy
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in 1972 has been presented by the Council of Economic Advisers (CEA), and
I am in broad agreement with the Council’s conclusions.

Therefore, I will not attempt to present a separate estimate or projection of
gross national product (GNP) and its components. Instead, within the frame-
work developed by the CEA, I will (1) review recent economic trends in the
black community and (2) attempt a rough assessment of the prospects for
blacks in the short-run.

LONGRUN TRENDS IN EMPLOYMENT

Most of this statement is focused on economic trends in the black community
during the last few years. /To put this recent experience in perspective, it might
be helpful to summarize briefly the overall economic progress among blacks in
the last decade. This progress can be traced in the trends of the labor force,
employment and occupational advancement. In 1970, there were 9.2 million
Negroes and other races ' in the labor force—meaning that they were holding jobs
or seeking work. This was a rise of about one-fifth since 1960, a rate of increase
somewhat faster than for whites and for the total labor force. However, em-
ployment of blacks rose more rapidly than it did for all employees (by 22 per
cent to 8.4 million for the former compared with 191 per cent to 78.6 million
for the latter). Expressed differently, while blacks represented about 11 per
cent of the total civilian labor force in both 1960 and 1970, their share of the
gains in employment during the decade was somewhat larger; they accounted
for nearly 12 per cent of the employment growth, although they held just over
10 per cent of the jobs at the beginning of the period. (See Table 1, attached.)

Advancement in the range of jobs held by Negroes in the last decade was also
noticeable. This was particularly true of the improvements in the highest paying
occupations. Between 1960 and 1970, the number of blacks in professional and
technical positions increased by 131 per cent (to 766 thousand) while the increase
in the total was only 49 per cent (to 11.1 million). Blacks had progressed to
the point where they accounted for 6.9 per cent of the total employment in these
top categories in the occupational structure in 1970, compared with 4.4 per cent
in 1960. They got just over 9 per cent of the net increase in such jobs over the
decade. During this same period, the number of Negro managers, officials and
proprietors (the second highest paying category) rose two-thirds (to 297 thou-
sand) compared to an expansion of 17 per cent (to 8.3 million) for all employees
in this category.

In the 1960's, black workers left low-paying jobs in agriculture and household
service at a rate two to three times faster than did white workers. The number
of black farmers and farm workers dropped by 63 per cent (to 328 thousand) in
contrast to a decline of about 40 per cent (to 3.1 million) for all persons in the
same category. Therefore, in 1970, blacks accounted for about 11 per cent of
employment in agriculture, less than their share in 1960 when the proportion was
16 per cent. The exit of blacks from private household employment was even
more striking. During the last decade, the number of Negroes so employed fell
by about 34 per cent (to 652 thousand) ; the corresponding drop for all workers
was only 21 per cent (to 1.6 million). Although roughly half of all household
workers were black in 1960, the ratio had declined to just over two-fifths by
1970. The number of black nonfarm laborers declined (by 9 per cent to 866
thousand) over the last decade, but the total number of laborers rose somewhat.

Nevertheless, as already indicated, the accelerated movement of blacks out of
the positions at the bottom of the occupational pyramid did not flow evenly
through the entire occupational structure. For example, Negroes in 1970 still
held about 1.5 million of the service jobs outside private households—most of
which require only modest skills. This represented almost one-fifth of the total—
about the same as the proportion in 1960. Moreover, the number of blacks hold-
ing semi-gkilled operative jobs (mainly in factories) rose by 42 per cent (toabout
2.0 million) during the decade, compared with an expansion of only 16% per
cent (13.9 million) for all workers. The result was that blacks’ share of the total
climbed from 12 per cent to over 14 per cent. Taken together, these two cate-
gories of lower-skilled jobs (chiefly in factories or in nonhousehold services)
accounted for a somewhat larger share (42 per cent) of total black employment
in 1970 than they did in 1960—when their share was about 38 per cent. In con-

1 Negroes constitute about 92 per cent of all persons in this grou%. Other races included
are American Indians and Orientals. Thus, this statistical series can be taken as an approxi-
mate measure of economic trends among blacks.
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trast, among all employees the proportion was virtually unchanged—27 per cent
at the beginning of the decade and 28 per cent at its close.

While Negroes made substantial progress during the 1960’s in obtaining cleri-
cal and sales jobs—and also registered noticeable gains as craftsmen—their
occupational center of gravity remained anchored in those positions requiring
little skill and offering few opportunities for further advancement. At the same
time, it is also clear from the above analysis that blacks who are well-prepared
to compete for the higher-paying positions in the upper reaches of the occupa-
tion structure have made measurable gains. Nevertheless, compared with their
overall participation in the economy (11 per ¢ent of total employment), the
occupational deficit in white collar employment—averaging 40 per cent—remains
large. .

Data on occupational distribution of total employment by color in 1971 are also
shown in Table 1. In general, these figures show the mixed job experience of blacks
in the last year. While total employment rose moderately, the number of black
jobholders declined slightly. However, the losses were concentrated among blue
collar workers, as the number of Negroes employed in white collar jobs continued
to expand. Within the blue collar group, the attrition was most noticeable in the
case of operatives. This situation was mainly a reflection of continued sluggish-
ness of activity in the manufacturing sector in which a sizeable proportion of
blacks is employed. Recent trends in this sector are examined more closely below.

RECENT GROWTH OF THE BLACK LABOR FORCE

But before taking up that task, we might look briefly at the impact of the
recent recession on the black labor force. In 1971, there were 9.3 million Negroes
and other races in the civilian labor force. In the same year, the total civilian
labor force amounted to 84.1 million, so blacks represented 11.1 per cent of the
total—the average for the last decade. For 1971 as a whole, the black labor force
rose by 124,000, compared with a rise of 1.4 million in the total civilian labor
force. Thus, the increase in the black component amounted to 8.9 per cent; in the
previous year, blacks had accounted for 12.2 per cent of labor force growth.

To a considerable extent, the slower expansion in the number of blacks in the
work force reflected the impact of the recession. The latter’s adverse effect on
the black community is evident in the increasing tendency for discouraged blacks
not even to look for jobs. One can make a rough judgment of a group’s willingness
to engage in economic activity by tracing its labor force participation rate.?
For blacks as a group, the participation rate has been declining for a number of
years, while it has been rising for whites. For example, the rate for blacks fell
from 64.5 per cent in 1960 to 60.9 per cent in 1971 in the same period, the rate
for whites rose from 58.8 per cent to 60.1 per cent. These divergent trends
were accelerated during the 1970-71 recession. Particularly in the last half of
1971, the participation rate for blacks showed consistent declines at a time that
the white participation rate was rising—most probably in response to the sizable
growth in white employment. Discouragement over employment prospects evi-
dently has led mor2 blacks to stay out of the labor force during the recovery
period than can be explained by longer term trends in the age-sex composition
of the black labor force. Consequently, the behavior of labor participation rates
suggests that the economic situation among blacks deteriorated more in 1971
compared to whites than might be evident on the surface.

SLUGGISH EXPANSION IN JOBS

For the first time in a decade, the number of blacks with jobs in 1971 was
below that for the previous year. This was not the case with whites. The vear-to-
Year decrease in black employment (white quite modest) was a direct result of
the recession and slow recovery in national econoniie activity in 1970-71. In fact,
the employment experience of blacks during the last two years has shown some
similarity to that recorded during the 1960-61 business cycle. In general, blacks
did relatively better than whites in the 1969-70 recession phase of the business
cycle and relatively worse in the 1970-71 recovery stage.

2 The participation rate is defined as the percentage of the civilian noninstitutionalized
population age 16 and over that is in the civilian labor force.
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In 1971, an average of 8,403 thousand blacks were holding jobs, representing
10.6 percent of total civilian employment (which amounted to 79,119 thousand).
However, the number of employed blacks in 1971 was about 43 thousand below
that for the year earlier—while total civilian employment was 490 thousand
higher. In contrast, in 1970, black employment rose by 62 thousand, accounting
for 8.5 percent of the gain of 727 thousand in total civilian jobs.

Several developments in the national economy help to explain the recent ad-
verse black experience on the jobs front. At the beginning of the economic slow-
down in 1969, employment cutbacks were most severe in professional jobs related
to the defense and aerospace industries. Blacks comprise only a minute propor-
tion of the labor force in this sector and thus were not affected significantly.
Sectors such as services and government (which employ a higher fraction of
blacks) continued to expand through 1969. Thus, in the initial stages of the recent
business cycle, blacks were less affected than were whites—both by general
cyclical forces and by the special situation in the defense and aerospace industries.

In 1970, employment cutbacks in the economy as a whole were more widespread
as overall economic activity declined and as business attempted to control costs.
Proportionately, employment grew slightly less for blacks than for whites in
1970. A smaller rise in employment for adult black women than for adult white
women—and an actual decline for black teenagers—more than offset a somewhat
faster rise in employment for adult black men than for adult white males. How-
ever, as mentioned above, the participation rate for blacks continued its long-run
decline in 1970 while the white participation rate showed a slight increase. As a
.consequence, the unemployment rate for blacks did not rise proportionately as

-much as the rate for whites. )

Overall employment increased very little in the first half of 1971—although
economic activity showed a mild recovery. Continuing to be concerned about infla-
tion and low profit levels, businessmen attempted to limit hiring in order to hold
down labor costs. In the second half of 1971, total employment rose substan-
tially. However, all of the gains were made by whites. By year-end, white em-
ployment was 1,636 thousand above the level in December, 1970; black employ-
ment registered a small decline of 67,000 over the year.

Again, the composition of the recovery in national economic activity had a di-
rect bearing on the less favorable job experience of black workers. The manu-
facturing sector of the economy (which employs a significant proportion of
blacks in blue collar jobs) remained weak throughout 1971. In addition, govern-
ment employment (a sector where blacks are well represented) grew more
slowly than it had in recent years prior to 1971. An examination of the recent
trends in those industries in which blacks are heavily represented provides some
little-noted insights into the situation of blacks in the national economy.

PRIVATE INDUSTRY PERFORMANCE AND BLACK EMPLOYMENT

Asp indicated above, blacks are heavily dependent on the manufacturing sec-
tor for employment. This is especially true of black men. It is hard to obtain
detailed statistics to trace the pattern of black employment. The main source
of employment data by industry is the series of reports collected from private
establishments by the Bureau of Labor Statistics (BLS). This series does not
include a racial breakdown of the number of workers. In addition, BLS pub-
lishes employment data collected by the Bureau of the Census in its household
survey. This series as published does include estimates of employment by demo-
graphic characteristics—such as age, sex, and race. However, while an industry
distribution of employment can be calculated by BLS on the basis of the data
collected. such caleulations are not published. Finally, the Equal Employment
Opportunity Commission (EEOC) collects employment data once each year
from the larger companies under the Civil Rights Act of 1964. At my request, BLS
has given me permission to use the ratios calculated from the household data
showing blacks as a percentage of total employment in each industry. Using the
same data, I have calculated the percentage distribution, by broad industry
grouping. of total and black employment. Data from these three sources are
presented in Tables 2. 3, and 4.

The heavy dependence of blacks on factory jobs is clearly suggested in the
EEOC data shown in Table 2. In 1970 (the most recent year for which statistics
are available), about 3.0 million blacks were on the payrolls of private em-
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ployers (mainly large companies) reporting under EEOC requirements.® This
number represented 10.3 per cent of the 28.9 million workers reported by these
companies. About 1.4 miltion (48.7 per cent) of the 3.0 million black jobholders
reported were employed in manufacturing. This proportion was not appreciably
diflerent from that for all EEOC-reported jobholders (50.3 percent). However,
since the EEOC reports are more complete for manufacturing than for other
sectors, these ratios tend to overstate the actual degree of reliance on manufac-
turing as a source of jobs.

A somewhat more balanced picture of the industry distribution of black em-
ployment is provided by the BLS household data. As shown in Table 3, when
the more comprehensive statistics are analyzed, about 23.0 per cent of black
jobholders in 1971 were employed in manufacturing. The corresponding propor-
tion for total employment was 24.7 per cent. The extent to which blacks—com-
pared to all workers—have found jobs in other industries is also shown in Table
3. For example, the proportion of the black work force employed in transporta-
tion and public utilities is roughly the same as that for all workers—6.6 per
cent and 6.7 per cent, respectively. However, a sizable divergence is evident in
the trade field, in which 14.2 per cent of blacks—in contrast to 20.1 per cent of
the total—had found jobs. A smaller (but still noticeable) divergence can be
seen in the case of finance, insurance and real estate—which accounted for 5.2
per cent of total employment compared with 3.6 per cent of black employment. On
the other hand, blacks were overly represented in services (29.1 per cent of em-
ployed blacks vs. 20.1 per cent of the total).

Within manufacturing, blacks were found employed particularly in heavy in-
dustry. They found especially in industries producing transportation equipment
(mainly automobiles); in primary metals (particularly steel); in electrical
equipment; in food and related products, and in textile mill products. While
blacks held about 9.9 per cent of the total jobs in manufacturing as a whole, in
several industries, their share of the jobs was considerably higher. For example,
as shown in Table 4, in 1971, their shares were: tobacco, 32.5 per cent; lumber
and wood products, 20 per cent; primary metals, 14.4 per cent; apparel, 13.2 per
cent; food processing, 12.4 per cent; stone, clay and glass, 11.9 per cent; trans-
portation equipment, 11.6 per cent and furniture, 11.5 per cent.

In weighing these figures on black employment in manufacturing, however,
one should not conclude that blacks have found an equal chance for advance-
ment in the nation’s factories. This is far from the case. To a considerable ex-
tent, the industries with large numbers of black employees are those in which
numerous jobs are unpleasant and routine or which require much physiecal
strength or long endurance. Moreover, blacks are typically found in the lower
paid blue collar occupations requiring only limited skills.

Given this exceptional dependence of blacks on factory jobs, the sluggishness
in manufacturing during the last two years was bound to have a serious impact
on the black community. In 1970, while total employment rose by 727 thousand
(or by 0.9 per cent), factory jobs declined by 768 thousand (or by 3.8 per cent).
Last year, total employment registered another modest gain of 491 thousand
(0.8 per cent), but the number of factory workers dropped further—by 761
thousand (or by 3.9 per cent). Over this two-year period, total factory employ-
ment declined by 1.5 million, a decrease of 7.7 per cent.

The industries in which blacks have significant representation experienced
even large setbacks: transportation equipment recorded a two-year decline of
15 per cent; nonelectrical machinery 12 per cent; electrical machinery 11% per
cent, and primary metals 10 per cent.

In contrast, several sectors which provide a smaller proportion of all black Jobs
continued to expand total jobs during the recent recession. For examp'e, total
employment in wholesale and retail trade rose by nearly 4 per cent during the
two years 1970 and 1971. The gain in finance, insurance and real estate amounted

8 These data are reported annually to the U.S. Equal Employment Opportunity Commis-
slon under Title VII of the Civil Rights Act of 1964. The statistics do not cover all
employment ; they have only limited coverage of small firms. and no reports for govern-
ments and educational institutions are included. However, the EEQOC reports do cover a
substantial proportion of total employment in some industries. About three-quarters of total
employment in manvfacturing, transportation, communication, and electric and gas utill-
tles are reported, and well over one-half of the total in mining, and in finance, insurance
and real estate Is covered. On the other hand, the reports cover only about one-third of
total employment in wholesale and retail trade. and in services. Just under one-fifth of
contract construction employment is covered. Coverage and other characteristics of the
BEOC data are discussed further in the notes to Table 2.
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to 7 per cent. Employment in services expanded by 6 per cent in the same period.
However, in each of these industry groups (except services), blacks generally
have a smaller share of the total jobs than they have in the economy as a whole.

On balance, the continued growth of total employment in the trade and service
sectors cushioned the impact of the 1970-71 recession in the economy as a whole.
But blacks did not share proportionately in these gains because they are generally
underrepresented in the highly-paid expanding sectors and over-represented in
low-paid service activities or in those manufacturing industries which were stag-
nant or declining.

BLACKS IN GOVERNMENT JOBS

In the case of public sector employment, blacks have had a mixed experience
over the last two years. As mentioned above, blacks constitute an above-average
proportion of the persons employed in government service. For example, in May,
1971, there were 389 thousand blacks employed in civilian jobs in the Federal
Government. This represented 15 per cent of the 2.6 million civilians on the
Federal payroll at that time. In contrast, blacks accounted for 10.6 per cent of
all civilian employees in the country in the same month. Moreover, while Federal
employment provided 3.3 per cent of the total civilian jobs, about 4.8 per cent of
the blacks holding civilian jobs were on the Federal payroll. In the case of State
and local governments (many of which have substantial numbers of blacks in
their jurisdiction) the percentage of blacks among all public employees may be
even higher than it is in the Federal Government.

Given this situation, the downtrend in employment in the Federal Government
in the last two years seems to have had a mixed effect on blacks. In the two cal-
endar years 1970 and 1971, total civilian employment in the Federal Government
dropped by 93 thousand, a decline of 3.3 per cent. Here, of course, the cutback in
employment reflected a conscious effort to pare the level and scope of Government
activities—and was not a by-product of the recession. Exactly how these reduc-
tions have affected blacks cannot be determined because of a lack of data for
1971 as a whole. Between May, 1970 and May, 1971, total Federal employment
declined 15,000, and Negro employment declined 798. This net decline among
blacks reflected a drop in black employment in blue collar jobs and in lower
grade levels of the Postal Field Service. Blacks made further gains in both the
higher grades of the postal service and in civil service white collar jobs.

Yet, we know that blacks are still heavily concentrated in the lower grades of
the Federal service where turnover is typically high. Thus, in the light of the
decision to reduce Federal Government employment by 5 per cent during the cur-
rent fiscal year, one might ask whether blacks are likely to be exposed to a much
higher rate of attrition than that faced by the average white employee. An infor-
mal request to the Civil Service Commission for data to assess this possibility
did not yield the necessary statistical information—although the Commission has
no indication that the cutback in Government employment is affecting blacks
adversely. ’

Simultaneously, the Federal Reserve Banks were asked to review the situa-
tion within the Federal Reserve System. The results of this survey show that,
between December, 1970, and December, 1971, total Bank employment increased
by 1.7 per cent, while black employment rose by 3.7 per cent. However, the
results also indicated that the turnover rate among black employees was nearly
13 times as high as that for all employees (30 per cent vs. 21 per cent). The
turnover rate was particularly high among blacks in the lower grades. For
example, among black men in grades 1-5, the turnover rate was 43 per cent,
compared with 15 per cent for all men in that category. For black -men in grades
6 and over, the turnover rate was 16 per cent, compared with 13 per cent for all
men in the same brackets. In the case of black women, a similar pattern pre-
vailed for those in the lower grades (39 per cent for black women vs. 34 per cent
for all females). But in the higher grades, black women had a somewhat lower
turnover rate than was true of all women employees (11 per cent vs. 13 per
cent).

Tliese data for the Federal Reserve Banks are probably indicative of the
behavior of black employment in the Federal Government as well. So, when the
census of Federal employment is conducted later this year, the results should
be studied to see whether the high turnover among blacks has been translated
into high attrition rates—and thus into a decline in the percentage of blacks
employed in the Federal Government.
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In the case of State and local governments, the number of workers on thelr
payrolls expanded by 744 thousand (7.9 per cent) during the two years 1970
and 1971. Most of this growth was at the local level—especially in large urban
areas with sizable black populations. Again this background, one would have
expected blacks to obtain a significant share of the rise in public service em-
ployment at the State and local level.

In conclusion, when these different employment trends are pulled together, a
fairly clear—but far from comfortable—picture emerges: the depressed condi-
tions in manufacturing industries (only partially offset by growth in other
sectors) have had a seriously adverse effect on black employment in the last two
years. The net result has been a halt in the vigorous growth of black employ-
ment registered during the last half of the 1960's.

TREND OF UNEMPLOYMENT

In 1971, an average of 919 thousand blacks were unemployed ; this represented
9.9 per cent of the black civilian labor force. In the case of whites, unemploy-
ment average 4.1 million, equivalent to an unemployment rate of 5.4 per cent.
For all groups combined, unemployment in 1971 averaged 5.0 million, or 5.9
per cent of the total civilian labor force. Over the last two years—and reflecting
the impact of the recession—the total number of unemployed workers rose by
2.2 million, an increase of nearly four-fifths. Among blacks, unemployment
climbed by 348 thousand, a rise of more than three-fifths.

Almost 60 per cent of the two-year rise in total unemployed occurred in 1970—
which encompassed most of the downward phase of the recession. But in the
case of blacks, the increase in joblessness was about evenly divided between
1970 and 1971. On the other hand, black unemployment as a proportion of all
unemployed workers declined from 20.2 per cent in 1969 to 18.4 per cent in both
1970 and 1971. Of course, this decline reflected the fact that the number of
unemployed whites rose much faster in 1970 than was the case in the black
community. And it is noteworthy that by the end of 1971, the proportion had
risen back to 19.0 per cent. Nevertheless, while blacks represented 11 per cent
of the labor force, they still accounted for nearly one-fifth of total unemploy-
ment in 1971,

Of the total rise in black unemployment over the 1970-71 period, half was
accounted for by adult men, a third by adult women, and a sixth by teenagers.
Unemployment of adult men and teenagers rose more rapidly -in 1971. The cut-

- back in manufacturing jobs accounts for much of the rise in black adult male
unemployment in the recession year 1970. In 1971, adult females increased their
participation in the labor force slightly (most likely in an effort to improve
family income at a time when many men were out of work), but the slack job
market resulted in increased female unemployment. Black teenagers, on the
other hand, significantly reduced their participation in the labor force after
experiencing rising joblessness in 1970 and, thus, their unemployment did not
rise as rapidly in 1971. - ,

A brief comparison of the unemployment experience during the recent cyclical
period and the recession and recovery years of 1960-61 points up several sig-
nificant facts. As noted earlier, blacks fared relatively better than whites in the
recession phase of the cycle in both periods. The level of black unemployment
rose 26 per cent from the peak quarter to the trough quarter in the 1960-61
period compared to a rise of 32 per cent for whites. In the recent period, the
level of black unemployment rose 50 per cent from peak to trough compared
with a rise of almost 70 per cent for whites.*

In both periods, the ratio of black to white unemployment rates declined dur-
ing the recession phase of the cycle. From the mid-1950’s through the 1960's
(except for 1965), the black unemployment rate was more than double the white
rate. The black-white ratio was still 206 in 1969, but it declined to 182 in 1970.

In the first year of recovery from the trough in 1970, whites fared relatively
better than blacks as evidenced by a rise in the ratio of black to white unemploy-
ment rates from 164 in November, 1970, to 200 in January of this year. However,
of equal note is the fact that in the recent recovery year, unemployment levels

4 It might be noted that the larger rise in unemployment for blacks and for whites in the
recent cycle has been due In large part to the faster growth of the civillan labor force.
This has been a result of the entrance of the members of the post-war baby boom into
working age groups, the changing working habits of women (particularly white women),
and the return of numerous Vietnam veterans to civilian life.
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for both blacks and whites continued to rise (by 11.1 per cent for blacks and by
1.7 per cent for whites) whereas in the first year of recovery in the earlier period,
unemployment levels declined (by 8.7 per cent for blacks and by 19.6 per cent for
whites). The continued low rate of activity in the manufacturing sector of the
economy and the only modest growth in other sectors has resulted in a much less
dynamic recovery process for employment in the current period.

One further difference between the two cyclical periods which has implica-
tions for employment prospects is that teenagers are a much more important
factor in the economy today than ten years ago. Between 1961 and 1971, as a
result of a sharp increase in the number of youths in the total population, black
teenagers (age 16-19) grew from just over 7 per cent to just over 8 per cent of
the black civilian labor force. However, because of their lack of training and
work experience, teenagers have remained at about 6 per cent of black employ-
ment. As a result, teenagers accounted for 27 per cent of black unemployment in
1971 compared with 16 per cent in 1961.

Clearly, the high and persistent level of black unemployment is a serious
matter, and I will return to the subject in the closing section of these comments.

INCOME TRENDS IN THE BLACK COMMUNITY

Another way of looking at the economic situation of blacks is to examine their
income. Data for 1970 (the most current year available) show that total money
income for black families and unrelated individuals was $42 billion. This was
6.5 per cent of total money income which amounted to $649 billion in that year.
This share should be weighed against the fact that blacks compose about 11.8
per cent of the total population. The median family income of blacks in 1970 was
$6,616, a rise of 5.3 per cent over 19689—but still only 64 per cent of the white
median income of $10,236.

In general, black families made great strides over the last decade in increasing
their income. Black median family income in 1970 was more than double the
level in 1961 which appears to compare favorably with a rise of 71 per cent for
white families over the same period. However, in absolute terms, black families
received an average of $3,720 less than white families in 1970—whereas they
receive $2,790 less in 1961. This difference in 1970 was equal to 57 per cent of
black families’ median income. Thus, although blacks have been gaining relative
to whites over the decade (and this progress does not appear to have been seri-
ously interrupted by the recent recession in 1970), they still lag far behind the
average American white family.

A second way of comparing income differences is to look at how income is dis-
tributed among the respective black and white populations. The most common
way of doing this is to use a statistical measure (referred to by economists as the
“Gini” coefficient) showing how equally income is distributed within a population.
If a given percentage of the population receives an equal percentage of the total
inconie and this holds true for all groups in the population, then the degree of
income inequality would be zero. Calculations of this measure by the Bureau of
the Census for black and white families indicate that black income has histori-
cally been less equally distributed than white family income even though the
differences between the two have narrowed slightly over the last decade. How-
ever, in recent periods of declining or slow economic growth, the differences in
the income distribution for black and white families have increased. This was
true during the brief period of declining economic activity in 1967 and also in
1970.

In general, this pattern of income distribution implies that lower income black
families receive an even smaller proportion of total money income than do lower
income white families in periods of reduced economic growth. Some of the greater
sensitivity of the income of black families to cyclical slowdowns may be explained
partially by the fact that a rapidly increasing proportion of black families is
headed by females (314 times as many as white families in 1970 compared with
214 times as many in 1960). The fact that the average number of earners in black
families has actually been declining in the last few years (in contrast to a rise
in the average number of earners of white families) may also contribute to the
observed results. Thus, although income of blacks appears to have held up quite
well in the recent period, it still lags far behind white income. In addition, aver-
ages for blacks as a whole may disguise a deteriorating situation for lower income
black families.
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FEDERAL INCOME TAXES PAID BY BLACKS

Another perspective on the economic situation of blacks is provided by an
analysis of the Federal income taxes paid by them. I have estimated that Negroes
and other races paid about $4.68 billion in Federal income taxes in 1969, while
their income amounted to $41.22 billion. White families and individuals received
$562.33 billion in income and paid Federal income taxes of approximately $81.92
billion. Thus, while blacks and other races constituted about 13 per cent of the
population, they received about 6.8 per cent of the adjusted gross income, filed 11.5
per cent of the tax returns, and paid roughly 5.4 per cent of the Federal income
taxes in 1969.

This estimate of Federal income taxes paid by blacks was derived on the basis
of special tabulations of household sample data collected by the Bureau of the
Census for its 1969 report on consumer income. Since Dr. Herman Miller and
Mr. Roger Herriot (both of the Census Bureau) had already devised a means of
linking Census data to Internal Revenue Service (IRS) statistics relating to
Federal income taxes,® I applied their method to estimate taxes paid by race.
For this purpose, the special tabulations by the Census Bureau were required.

While the method devised by Miller and Herriot (and used by me) has limita-
tions,” it seems accurate enough to yield reasonable results. For example, IRS
reports show that there were 75.8 million returns filed in 1969.® Of this total, 63.7
million returns were taxable, and they represented $603.5 billion in adjusted gross
income. From this income, earners paid $86.6 billion in taxes. Thus, the task
was to estimate the proportion and amount of these taxes that were paid by black
and white earners, separately. The application of the Miller-Herriot method pro-
duced the following distribution of returns in 1969. .

Percentage distribution

of returns!
Negroes and

Adjusted gross income other races Whites
41 27
23 17
20 23
20
5 14

1 Totals do not add to 100 because of rounding.

When these percentages are applied to the actual returns reported by the IRS,
the estimates of taxes paid by blacks and whites separately are obtained. The
fact that Negroes and other races received about 6.8 per cent of the adjusted
gross income and paid about 5.4 per cent of the Federal income taxes in 1969
should not be surprising. The reason is that blacks have a lower percentage of
persons in the upper income ranges. The special Census calculations show that,
for the income measure used for tax purposes, 41 per cent of returns filed by
Negroes and other races were in the lowest income category, compared to 27
per cent for whites. In the upper income brackets, 14 per cent of the black
returns fell in the $10,000 or more class, while there were 34 per cent of the

5 J.S. Bureau of the Census, Current Population Re orts ‘Serles P-60, No. 75, ‘“Income
in 1969 of Familles and Persons in the United States,”

® See their paper, “Who Pald Taxes in 1968” (Mimeo) March 1971,

7 For example, capltal gaing are not recorded in the Gensus data, but they do glay an
important part in the calenlation of Federal income taxes. However, ‘this may be indirectly
compensated for by an adjustment In the Census data to account for trusts and under-
reported income in the sample. Furthermore, we found that our estimates of dollar amounts
of taxes and adjusted gross income are hlgher than the actual figures—since there is some
income that is simply not reported to the IRS. Our adjusted gross income was 3 per cent
above the actual IRS figures. The amount of taxes paid varied by method of estimation.
The Miller-Herrfot Method gave a figure 9 per cent above the reported level. A second
method of estimation that uses effective tax rates (instead of average tax by return) glves
taxes within 4 per cent of the amount actually reported The estimated percentages of taxes
pald by race do not vary with the procedure used

8 U.S. Internal Revenue Service, Statistics of Income 1969, Individual Tax Returns.
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white returns in this range. Thus, when the progressive tax rates are applied to
each group, the whites paid proportionately more.®

Finally, these estimates represent only one tax. Although the Federal per-
sonal income tax is the largest single revenue source, it is also among the most
progressive of taxes. State and local sales taxes and property taxes tend to hit
the lower income groups proportionately more than the higher income groups.
For the year 1969, 36 per cent of all government revenue was from State and
local taxation. Moreover, Social Security taxes probably hit black families
much harder than white families. This is suggested by several considerations:
black incomes are lower, and the participation rates are higher for black families.
This means that minority groups have more multiple earners than white families.
Combined with the fact that Social Security taxes have an income cut-off point,
the families of low-earning multiple earners will have to pay more than single
earners.

Oonsequently, when other taxes are combined with Federal income taxes, the
gap between income received and Federal income taxes paid by blacks (6.8 per
cent vs. 5.4 per cent) is probably narrowed considerably.

THE ECONOMIC OUTLOOK FOR BLACKS

Given these recent developments affecting the economic situation of blacks,
the question naturally arises about their prospects in the future. The general
economic outlook as contained in the Economic Report of the Council of Eco-
nomic Advisers and supported by the consensus of private forecasters is for an
acceleration of real economfic growth in 1972 to somewhere in the neighborhood
of 6 per cent, compared to the 2.7 per cent rate of growth achieved in 1971.

In particular, the expected strengthening of wactivity in the manufacturing
sector (in which such a large proportion of black men have found jobs) is of
special interest. Thus, the question to which I wish to address myself at this
point is this: How will this outlook for the national economy as a whole affect
the black community ? .

It seems fairly certain that a rise in manufacturing activity will increase black
employment and income. However, how large the improvement might be cannot
be estimated. On the basis of press reports—as well as informal soundings
among businessmen-—one gets the impression that many manufacturing firms
are still moving slowly in expanding their payrolls. Among other factors, a strong
desire to control costs by meeting increased output demands through higher
productivity rather than higher employment—at least for the present—appears
to be moderating the pace at which factory jobs are growing.

I have been particularly interested in trying to gauge the prospécts for blacks.
In general, from numerous conversations I have had with businessmen, I get the
impression that the environment in industry today is much more hospitable to-
ward the hiring and upgrading of blacks than it was even a few years ago. At
the same time, I also get the feeling that, although many of the leaders in indus-
try are very conscious of the need to promote equal employment opportunity by
increasing their percentage of black employment, in many cases, the rehiring
of workers (because of trade union agreements) would have to be done on a
seniority basis which would generally not favor blacks or other minority groups
that are still relative newcomers in some sectors.

In some industries in which blacks are heavily concentrated, there was a
drop in the percentage of minority employment in 1971. This seems to have
occurred despite the fact that many of the leading companies in some of these
industries are known to have strong programs to increase the percentage of
minority workers. This was particularly true in the basic durable goods manu-
facturing industries where, as mentioned earlier, blacks are heavily represented.
A review of the statistics in Table 4 provided by the Bureau of Labor Statistics

9 Again, it must be remembered that these are estimates and subject to error. In the case
of the percentage of returns in the income ranges, we may error on the low side rather
than on the high income side because all persons reporting money income of $1 or more
are included in the Census sample. Some of these are taken out when finding adjusted gross
income but probably not all.
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shows that the percentage of employment accounted for by blacks in the basic
durable goods industries declined in both 1970 and 1971. Similar figures (al-
though not included in the table) show that the ratio had risen steadily since
1962 (the first year data were available). In contrast, the percentage of employ-
ment accounted for by blacks in the nondurable goods industries continued to
increase on average in 1970-but declined in 1971. The better showing in the
nondurable industries in 1970 was partially a result of the fact that the nondur-
able industries showed less of a decline in total employment in 1970 than the
durable goods industries. In addition, some nondurable goods industries (notably
foods, textiles, and apparel) have been experiencing fairly rapid increases in
their proportion of minority employment. However, this pattern conceals the
fact that some of those industries (such as textiles and apparel which main-
tained their black percentages in the recent period) have been declining industries
in relation to the economy as a whole. Thus, although the proportion of minority
workers employed by them has held up quite well, the actual number of blacks
employed in these industries may not expand rapidly.

But on the whole, to the extent that manufacturing industries do participate in
the economic growth expected this year, the outcome will have a positive impact
on black employment. Continued gains in employment in the service and trade
industries as well as by State and local governments will also add to an improve-

_ ment in black employment. But, again, this expansion might not be large enough
to enable the black community to resume the strides in employment and income
gains they were beginning to achieve in the second half of the 1960’s.

In addition, although employment of blacks can be expected to resume an up-
ward trend in 1972, it can also be expected that 'the black labor force will grow
more rapidly this year than last. Besides the longer-term growth in the labor force
based on the rapid growth of the young age groups, the declining participation
rate for blacks (particularly evident in the second half of 1971) can be expected
to show a return to more normal long-term trends if employment prospects im-
prove. Thus, even with a more rapid growth in employment, over the short-term,
rises in the civilian labor force could well result in continued high levels of un-
employment and high unemployment rates for blacks.

As mentioned above, the unemployment rate for blacks has traditionally been
about twice as high as that for whites. Only in a few years (such as 1965, 1970
and 1971—neither of which was a year of especially vigorous economic growth)
has the black-white unemployment ratio been less than 2 to 1. It will be recalled
that the general outlook for the economy in 1972 presented by the Council of
Economic Advisers does not expect the total unemployment rate to be below 5 per
cent by year-end. The unemployment rate for blacks was 10.6 per cent in Janu-
ary—compared with 5.3 per cent for whites—a ratio of 2 to 1. So given the outlook
for the economy as a whole in 1972, there appears to be no basis for expecting
blacks to improve their relative unemployment position in the course of this year.

In my judgment, the single most important contribution that can be made this
year to enable blacks to make further economic progress is at least to assure the
sizable expanc<ion, projected by the CEA, in the national economy in 1972 while
at the same time pressing on with the campaign to check inflation.




TABLE 1.—EMPLOYED PERSONS BY MAJOR OCCUPATION GROUP AND COLOR

[Numbers in thousands)]

Total employment: 1960

Total employment: 1970

Total emplloyment: 1971

Total Negro and other races Total Negro and other races Total Negro and other races
Percent- Percent-  Percent Percent- Percent-  Percent Percent- Percent- Percent
age dis- age dis-  of total age dis- age dis-  of total age dis- age dis- of total
Occupation Number tribution Number trabution number Number tribution Number tribution number Number tribution Number tribution numbey
Total employed ... ._.__..__ 65,778 100.0 6,927 100.0 10.5 68,627 100.0 8,445 100.0 10.7 79,120 100.0 8,403 100.0 10.6
White collar workers________._... 28,522 43.3 1,113 16.1 3.9 37,997 48.3 2,356 21.9 6.2 38,252 48.3 2,444 29.1 6.4
Professional and technical__.. . 7,469 1.4 331 4.7 4.4 11,140 14.2 766 9.1 6.9 11,070 14.0 756 9.0 6.8
Managers, officials, and prop.. 7,067 10.7 178 2.6 2.5 , 289 10.5 297 3.5 3.6 , 675 11.0 342 41 39
Clerical workers._....._...... 9, 762 14.8 503 7.3 5.2 13,714 17.4 1,113 13.2 8.1 13,440 17.0 11,154 13.7 8.6
Sales workers. .. 4,224 6.4 101 15 2.4 , 854 6.2 180 2.1 3.7 5,066 6.4 181 2.3 3.8
Blue collar workers____. 24,057 36.6 2,780 40.1 1.6 27,791 35.3 3,561 42.2 12.8 27,184 34.4 3,353 39.9 12.3
Craftsmen and foremen. 8,554 13.0 415 6.0 4.8 10,158 12.9 692 8.2 6.8 10,178 12.9 663 1.9 6.5
Operatives....____.. . 11,950 18.2 1,414 20.4 1.8 13,909 1.7 2,004 23.7 14.4 12,983 16.4 1,821 12.7 14.0
Nonfarm laborers____________ , 553 5.4 951 13.7 26.8 , 724 4.7 866 10.3 23.2 4,022 5.1 868 10.3 2.6
Service workers____._________.__ 8,023 12.2 2,196 3.7 27.4 9,712 12.4 2,199 26.0 22.6 10,676 13.5 2,321 21.6 21.7
Private household . __________ 1,973 3.0 982 14,2 49.8 1,558 2.0 652 1.1 41.8 1,486 L9 615 1.3 41.4
Other service workers________ , 050 9.2 1,214 11.5 20.1 8,154 10.4 1, 546 18.3 19.0 9,189 11.6 1,706 20.3 18.6
Farmworkers_.___...____...__... 5,176 7.9 841 12. 1 16.2 3,126 4.0 328 3.9 10.5 3,008 3.8 285 3.4 9.5
Farmers and farm managers. . 2,776 4.2 219 3.2 7.9 1,753 2.2 87 1.0 5.0 1,666 2.1 63 0.7 3.8
Farm laborers and foremen._._ , 400 3.7 622 8.9 25.9 1,373 1.8 241 2.9 47.6 1,342 1.7 222 2.6 16.5

Source: Data for 1960 and 1970, U.S. Department of Labor, Manpower Report of the Prasident, April 1971, tables A-9 and A-10, pp. 215-217. Data for 1971, Bureau of Labor Statistics, U.S. Department

of Labor,

6%9
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TABLE 2.—1970 LEVELS AND PERCENTAGE DISTRIBUTION OF MANUFACTURING EMPLOYMENT, BY RACE!

Percentage distribution
of manufacturing
Negroasa employment
percent of
Total 2 Negro? total Total Negro
Total employment. ... ... .. 28,882 2,965 10,3 Lo iien-s
Total manutacturing. ... oo ... 14,533 1,445 9.9 100.0 100.0
Durablegoods._ ... el 9,043 872 9.6 62.2 60.3
Ordnance and accessories__________...... 183 16 8.7 1.2 1.1
Lumber and wood products_.___ 321 44 13.7 2.2 3.0
Furniture and fixtures. ... ._... 270 36 13.3 L9 2.5
Stone, clay, and glass products_ 460 46 10.0 3.2 3.2
Primary metal industries__.____ 1,139 151 13.2 1.8 10.4
Fabricated metal products.. 913 92 10.1 6.3 6.4
Nonelectrical machinery. 1,560 101 6.5 10.7 7.0
Electrical machinery..._. 1,822 148 8.1 12.5 10.2
Transportation equipment.__.___... 1,767 194 1.0 12.2 13.4
Instruments and related products___ 73 21 5.6 2.6 1.4
Miscellaneous manufacturing. __........_. 235 23 9.9 1.6 1.6
Nondurable goods_____ . ___..____...... 5,490 573 10.4 37.8 39.7
Food and indred products 1,086 142 13.1 7.5 9.8
Tobacco manufactures. 69 16 23.2 .5 1.1
Textile mill products. _ 817 112 13.7 5.6 1.8
Appar! and other textil 678 73 10.8 4.7 5.0
Paper and allied products 566 54 9.5 3.9 3.7
Printing and publishing__ 579 37 6.4 4.0 2.6
Chemicals and allied prod 933 80 8.6 6.4 55
Petroleum and coal products_ 180 12 6.7 1.2 .8
Rubber and plastic products. . __ - 374 35. 9.4 2.6 2.4
Leather and leather products. ______...... 208 12 5.8 1.4 .8

1 Source: U.S. Equal Employment Opportunity Commission Report EEQ-1. These data are collected annually under
title V11 of the Civil Rights Act of 1964, In most cases, reports are received from companies with 100 or more permanent
emplllosz_lees. Consequently, the coverage varies substantially from industry to industry, depending on the pr I of
small firms,

2 Thousands of persons.
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TABLE 3.—PERCENTAGE DISTRIBUTION OF EMPLOYED PERSONS BY INDUSTRY!

Stone, clay, and glass

Transportatlon equlpment._ -

Instruments and related
products. oo ooooeeaaan

Miscellanecus manufacturing.

WP =

[od ul ol anl

WP,

W= P,

[N d el

1968 1969 1970 1971

Negro Negro Negro Negro

and and and and

Total other Total other Total other Total other

Total number. ..o coaaiiooe- 275,920 8,169 77,902 8,384 78,627 8445 79,120 8,403
Total percent...c.oooooeeoao- 100.0 100.0  100.0  100. 100.0 100.0  100.0 100.
Agriculture. . ..ot 5. 54 4.6 4. 4, 4.4 4, 3,
-Mining. ... .2 . . . .2 . .
Construction. . 6. 5.5 6. 5, 6. 5.2 6. 5.
Manufacturing. ... .. 2.7 27. 25. 26. 25.0 24, 23.
Durable goods. ceeae 16, 14.4 16. 15. 15, 14.2 14 12
Lumber and wood products._. 1.8 1. 1.6 . 1.
. Furniture and fixtures....... . . . .

- e f it H
mwol =l MW om0 NPl ovcoanell o

7
2
3
3
.8
.6 .6 6
9’ 9 8
2 6 2
8 2 6
2 9 4
8 6 9
3 2 .3
3 .6 3
6 .6 5
Nondurable goods__ ... 11. 10.3 11.0 10. 10 10.7 10, 10
Food and kindred products. .. 2. 2.7 2.3 2. 2. 2.7 2. 2.
Tobacco manufactures. . .3 .1 . . .3 . .
Textile mill products_ 1. 1.2 1.3 1. 1. 1.6 1. 1.
Apparel and other textile
products. ... 1. 2.1 1.7 2. 1. 2.0 1. 2.1
Paper and allied produ 1. .7 .9 . . .7 . i
Printing and publishing. 1. .9 1.5 . 1. .8 1. .8
Chemicals and allied
products. o cocecemnn.- 1. 1.2 1.5 1 1 1.3 1 1.2
.2 .3 .2 .3
Rubber and plastic pmducts.. .6 .8 .7 .6
Leather and leather products. .4 .4 .4 .3
Transportation and public
utilities . coceceae oo 6. 5.6 6.7 5. 6.8 6.4 6.7 6.6
LEZ T L 18. 13.5 18.6 13. 19.1 13.3 20.1 14.2
Wholesale.._...._ 3. 2.4 3.4 2.4 3.4 2.3 3.8 2.4
Retail__.......... 15. 11.0 15.2 10.8 15.7 11.0 16.3 11.8
Finance, insurance, and real estate 4, 2.6 4.8 2.8 5.0 3.2 5.2 3.6
SOIVICES - oo eneemamen- 19. 29.6 19.4 28.7 19.6 28.2 20.1 29.1
Government. _......:... 11. 12.8 11.5 13.4 11.8 14.1 11.8 13.9
Federal__...__....._ 4.3 3.0 4.4 2.9 4.6 2.8 4.6
State and local_....... 8.5 8.5 - 9.0 8.9 9.4 9.0 9.3

0
.7
1
5
3
.9
.6
.8
.7
.2
.9
.6
.2
N
.6
2
4
!
4
7
0

5
[
.3
.7

.5
7
6
4
3
8
0
4
3.0
8.4

1 Derived from unpublished household data from the current population survey provided by the Bureau of Labor Sta-

tistics, totals may not add due to rounding.

2 Thousands of persons.
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TABLE 4.—PRIVATE NONAGRICULTURAL EMPLOYMENT c. -

Private nonagricultural employment t

Negro and others as a percentage of total

5 5 Percent change employment in each industry 2
bar N \ ber
1968 1969 1970 19713 196869 1969-70 1970-71 1968 1969 1970 1971
Total e 69, 039 70,912 70, 313 72,030 +2.7 —-0.8 +2.4 10.7 10.8- 10.7 10.7
Mining. . 616 626 623 604 +1.6 -.5 -3.0 3.0 3.8 3.7 3.3
Contract construction. 3,386 3,474 3,302 3,160 +2.6 —-5.0 —4.3 9.8 9.6 9.1 9.3
Manufacturing. ... 20, 010 20, 068 18,796 18, 602 +.3 —6.3 ~-1.0 9.7 10. 1 10.2 9.9
Durable goods. _____..__ 11,769 11,777 10,738 10, 579 +.1 —8.8 -1.5 9.6 10.1 9.8 9.4
Ordnance and accessories. 342 283 212 186 —-17.3 ~-25.1 —12.3 ) () Q) )
Lumber and weod products. 613 . 599 560 593 2.3 —6.5 +5.9 21.9 21.5 22.0 20.0
Furniture and fixtures.__.__ 479 478 450 478 —-.2 -5.9 -+6.2 10.7 11.4 11.3 11.5
Stone, clay, and glass products 654 657 627 627 4.4 —4.6 0 11.3 10.9 10.6 1.9
Primary metal industries_ ___ 1,321 1,383 1, 260 1,172 +4.7 —-8.9 -7.0 14.1 15.3 14.4 14.4
Fabricated metal products.__ 1,419 1, 440 1,333 1, 346 +1.5 ~7.4 +1.0 8.5 8.6 8.4 7.7
Machinery, except efectrical 1,987 2,062 1,854 1,788 +3.8 —10.1 —-3.6 4.4 5.4 5.1 4.7
Electrical equipment.._.____ 1,982 1,952 1,816 1,804 -1.5 -7.0 -7 1.7 8.1 8.0 6.8
Transportation equipment_____ 2,058 1,998 1,773 1,742 -2.9 —11.3 —-1.8 1.0 11.8 12.1 1.6
Instruments and related products 471 476 438 435 +1.1 —8.0 -7 5.0 4.5 4.6 5.2
Miscellaneous manufacturing__ _ _ 443 449 415 410 +1.4 ~71.6 —1.2 9.1 7.9 1.7 8.0
Nondurable goods_._.._._._._____________._ . . . 8,241 8.291 8,058 8,023 +.6 -2.8 —.4 9.9 10.2 10.7 10.5
Food and kindred products..______....___._____ 1,790 1,792 1,763 1,740 +.1 —-1.6 -1.3 12.2 12.7 13.0 12.4
Tobacco manufacturers....._______________ .. __ 83 8l 79 74 —2.4 —2.4 —6.6 26.3 28.8 21.5 32.5
Textile mill produets._.______________ 77777 1,006 1,002 961 977 —.4 —4.1 +1.7 9.5 1L7 13.8 12.9
Apparel and other textite products._ B 1,410 1,400 1,360 1,354 -7 —-2.8 —.4 12.8 12.2 13.0 13.2
Paper and allied products_.._____ - 702 717 694 +2.1 -5 -2 . 19 8.2 8.3 8.2
Printing and publishing__ _____ R 1,079 1,110 1,099 1,090 +2.9 -10 ~.8 6.6 6.1 5.6 5.4
Chemicals and allied products___________________ 1,049 1,064 1,033 1,001 +1.4 -2.9 -3.1 8.2 8.9 9.1 8.7
Petroleum and coal products.___________________ 188 190 191 188 +1.1 +.5 —-1.6 7.4 7.8 6.4 8.5
Rubber and plastic products_______________ . __ 581 601 566 593 +3.4 ~5.8 +5.8 8.7 7.9 10.7 9.4
Leather and leather products_________________ " 353 334 31 307 —5.4 —6.9 -13 8.5 9.0 9.2 9.5
Transportation and public utilities.______.___________ 4,355 4,474 4,450 4,468 +2.7 —-.5 .4 9.1 9.4 10,2 10.5
Wholesale and retail trade.....__ - - __T11777TTTTTT 14,255 14,844 14,952 16,100 +4.1 +.7 +7.7 7.8 7.6 7.5 7.5
Wholesale trade_....__.._____..__........._____ 3,664 3,792 3,832 3,911 +3.5 +1.0 +2.1 1.7 1.5 7.3 6.8
Retail trade._._______.._ . .. __________.l. " 10, 591 11,052 11,120 12,189 +4.4 +.6 +9.6 7.8 A 7.5 1.7
Finance, insurance, and real estate..___.____________ 3,463 3,637 3,731 3,832 +5.0 +2.6 +2.7 5.8 6.3 6.8 73
Services .o 10, 925 11, 456 11,776 12,023 +4.9 +2.8 +2.1 16.7 15,9 15.4 15.4

! Source: Bureau of Labor Statistics establishment data for employees on private nonagricultural
payrolls, seasonally adjusted, thousands of persons.

2 Source: Derived from unpublished Bureau of Labor Statistics household data from the current
population survey. Because of differences in the method of data coliection and the definitions of
categories, these data are not strictly comparable with the Bureau of Labor Statistics establishment

data. In particular, cate,
where possible,

3 Preliminary.

4 Not available.

gories include some public employment although adjustments have been made
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Chairman Proxaire. Thank you for a brilliant analysis. We have
already introduced you, Mrs. Kreps. We are delighted to have you ap-
pear.

STATEMENT OF JUANITA KREPS, PROFESSOR OF ECONOMICS AND
DEAN, THE WOMAN’S COLLEGE, DUKE UNIVERSITY

Mrs. Kreps. Thank you. As you know, professors are generally pro-
gramed for an hour; however, I will respect your 15-minute request.

T shall deal here to some extent with the particular plight of black
women, whose employment levels and earnings rank below those of
any other sex or racial group.

I call to your attention, in particular, Mr. Brimmer’s comments on
the large proportion of black families which are headed by women; in’
fact among the blacks, more than three times as many families are
headed by women as in the case among white families.

This audience is well aware of the rising labor force activity of wom-
en during the 20th century. The proportion of all women in the work
force rose from 20 percent of the females aged 14 and over.in 1900 to
43.3 percent of those aged 16 and over in 1970; as a proportion of all
workers, women ‘constituted 18.1 percent in 1900 and 38.1 percent in
1970. . '

Despite the dramatic increases in numbers of women in market jobs,
however, there is little drama in most of the jobs they do. They con- .
tinue to staff the clerical jobs, the elementary classrooms, the sales
jobs; they are almost never the vice presidents or high school prin-
cipals or hospital administrators. Their pay is lower than that of men. .
"The market is clearly divided into men’s jobs and women’s jobs. There
are significant wage differentials even when both are employed on the
same job. »

In contrast to other minority or disadvantaged groups who suffer
an educational handicap, women are overeducated for most of the jobs
they do.

The lower market job status is compounded by a higher level of un-
employment: in 1971, a 5.7 percent rate for women aged 20 and over,
as compared with 4.4 percent for men of the same age group.

The persistence of heavier unemployment among women is due in
part to their larger representation in the lower occupational groups,
which suffer greater unemployment for both sexes, and, in part, to
the traditional view that women, being only marginally attached to the
work force and having other sources of support, may be let off from
jobs with the least hardship to families and a minimum disruption
of the permanent, full-time labor supply. ‘

Yet, it is quite clear that women are increasingly forming permanent
attachment to market work ; that they are much more frequently heads
of families than heretofore; and that their low occupational status
and earnings mean that female-headed families have come to comprise
a disproportionate share of all low-income families. Specifically,

—Dropping out of the labor force occurs less and less frequently,
even on the part of women in the childbearing and early child-
rearing state. (See figure 1 attached to my statement.)

1 Some of the discussion which follows is taken from Juanita Kreps, Sex in the Market-
place: American Women at Work (Baltimore: the Johns Hopkins Press, 1971).
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—The number of female-headed families increased by 24 percent
during the past decade; the increase for all families was 14
percent. .

—PFamilies headed by women made up 87 percent of all low-
income families in 1970, as compared with 23 percent in 1959.
Moreover, 45 percent of all poor children under 18 years of age
were in families with female heads in 1970.

I. SEX DIFFERENCES IN EARNINGS

A recent review of sex differences in pay found that on the average,
hourly earnings for females were about 60 percent of those for males.

The proportion increased to about two-thirds when differences in
key variables—notably occupation and marital status—were taken into
account.? '

Since women’s lower earnings ave attributed in part to their inter-
mittent labor force pattern, comparisons of male-female earnings need
to correct as nearly as possible for work experience, thereby allowing
for the fact that married women, particularly, tend to observe a work-
life style different from that of men.

One analysis of earnings of women who have worked at least 6
months out of every year since leaving school—women who have thus
had a major attachment to the labor force throughout worklife—
revealed a strong association of earnings and work experience. Much
higher earnings appear for such women who stay at work; when
compared with earnings of men in the same occupation, the proportion
averaged about 73 percent.

The author concludes that when occupation, length of work service,
and age are taken into account, about three-fourths of the difference
between earnings of men and women can be explained, leaving a re-
sidual of about 25 percent attributable to all other factors.

The unexplmineg 25 percent 1is increasingly apparent to women, who
are prepared to argue that their earnings should not continue to reflect
both their needs to meet family obligations and a prejudice in the job
market. That snch prejudice exists has been argued ¢ cogently :

The coefficients for “career” women are in fact closer to those for men, but they
are far from equal. The inability of women to convert occupation status into
income to the same extent as men suggests that much of the remaining unex-
plained difference in male-female earnings could be attributable to discrimination
in payment for jobs of equal status level as men.®

II. XITS AND HER JOBS

But women’s protests are only partly directed at employers who pay
women and men different rates for the same job; women now point to
the fact that many of the better jobs remain virtually closed to them.

2 Victor Fuchs, “Differences in Hourly Earnings Between Men and Women,” Monthly
Labor Review XCIV (May 1971), plg. 9-15.

3Larry E. Suter and Herman P. Miller, “Components of Income Differences Between
Men and Career Women,” a paper presented at the annual meeting of the American
Sociological Soctety, Sept. 1, 1971, p. 6.

l‘dmeﬁ her studles of the economics of discrimination, Prof. Barbara Bergmann con-
cludes that—

% ® * Most acts of discrimination by employers take the form of segregation by race
and sex. Employers tend to view certain occupations as “fitting” for black males, others
as “fitting” for black females and still others as appropriate to white females and
white males * * * There has been remarkable stability in the racial and sexual
classification of most jobs through time and across the country : craftsmen’s jobs and
the upper echelons of managerial ranks are reserved for white males’; certain clerical
jobs have been the preserve of white women ; black men and women are thought to be
*“‘in their proper place” when doing jobs involving cleaning.

Statement of the Federal Communications Commission in the Bell Telephone case, De-
cember 1971.
& Suter and Miller, op. cit., pp. 10-11.
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As a result, they are relegated to low-level work which, even if
rewarded equally with male laborers in those occupations, would leave
them with low earnings. In the absence of a wider range of job oppor-
tunities, women’s compensation will continue to lag far behind that of
men.

The balkanization of labor markets into male and female jobs has
been credited with a large part of the growth in women’s labor force
participation during the past two decades.®

With the rising demand for clerical, sales, and service workers,
women have been pulled into the marketplace at the same time they
were being pushed by improved household technology, smaller family
size, and urbanization.

The segregation of male and female labor markets have been given
implicit sanction in our thinking: The job classification “secretary,”
for example, denotes not just job skills, but female gender; nursing is
so sex-typed that one must make explicit the exception by specifyin
“male nurse.” Neither of these jobs, though professional, is well pai(f

Certain supply conditions have fostered the continnation of such seg-
regated markets: The availability of low-priced female labor, both
skilled and unskilled; women’s reliance on the utilization of skills
acquired in the course of performing their traditional roles; lack of
prejob training for women ; their geographical immobility ; most of all,
perhaps, the attitudes of both sexes as to what constitutes appropri-
ate male and female jobs.

These supply conditions, however, have had an impact on demand;
for if employers adapt themselves to such a labor supply so that the
job in question acquires a “female only” label, then the demand is not
just for cheap labor, but for cheap female labor.’ :

II. IMPROVING WOMEN’S JOB OPTIONS

Earnings and occupational opportunities of women are clearly lim-
ited by the demands of home and family. Moreover, the period of heav-
iest domestic responsibility occurs fairly early in a women’s worklife,
when she is likely to be forced to make some quite long-range decisions:
Whether to acquire further job training, or additional formal educa-
tion; how many children to have; whether to continue working, at least
part time, during the childbearing period. ‘

In the face of the demands on her time, the young wife is likely to-
find that the scheduling of her job is the most important single con-
sideration. Her immediate job choice is dictated in large measure by
the time constraint imposed in the short run, and this choice in turn
directs her subsequent career development.

Laments for wasted womanpower have now reached the popular
press. Privately, women have mourned their underutilized and under-
paid talents and education for decades.

Although the implied understatement of the present worth of
women’s work in the nonmarket sphere calls for reexamination, a rec-
ognition of the constraints on women’s career choices is a first step in
unravelling the complex problem of the low wages accorded to wom-
en’s jobs, and the tendency for women to remain 1n those jobs.

% Valerle K. Oppenheimer, The Female Labor Force in the United States (Berkeléy:‘
Population Monograph Series, No. 5, University of California 1970), chapters 3 and 5.
For an earlier analysis of balkanization, see Clark Kerr, “The Balkan{zation of the Labor
Market,” in B. Wight Bakke et al., Labor Mobility and Hconomic Opportunity (New York:

John Wiley and Sons, Inc.. 1954).
7 Oppenheimer, op. cit., p. 120.
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Why do women not opt more often for occupations that are dom-
inated by males, yet, include some women in their ranks? Is it inevit-
able that in insurance companies men sell insurance and women do the
typing? ,

That in banks men make mortgage loans while women are tellers?

Where does the resistance to women entering men’s jobs actually
lie?

And when women are admitted, how is a wage differential
justified ?

Employers may reason that men merit higher salaries (and addi-
tional investments in training) or preference in hiring regardless of
pay because males will not withdraw for marriage and childbearing;
that men can give more time and effort to the job becanse they have no
domestic responsibilities; that they are more useful because of their
greater mobility; that they need more money to support their
families.

The threat of discontinuity in a woman’s worklife is perhaps the
greatest single barrier to higher wages for young women. For the
older woman, whose children have demanded her attention in earlier
years, the lack of job experience is equally damaging to her earnings
potential.

"The woman who is considering the occupational options may be
discouraged from trying to enter a male’s field because she accurately
perceives employers’ reluctance to hire women for these jobs, or be-
cause the investment required of her may exceed her estimate of the
return, given her expectation of withdrawal from work for a time,
and the uncertainty surrounding her subsequent worklife.

She may discount too heavily the future stream of earnings accruing
from say, 2 years of education or training, and thus invest too little
in human capital. But perhaps not. For the stream of earnings is
usually not very high for a woman, and she is well aware of this
hazard.

Study might reveal that women have been quite realistic in apprais-
ing their potential earnings under different assumptions as to the level
of investment in education, or in many cases that they have erred in
the direction of overinvesting in education, given the career oppor-
tunities that are compatible with their lifestyles.

It is significant that many women are now challenging the tradi-
tional lifestyles by posing some fundamental questions: Why shonld
women assume the obligation for child care?

It is now possible (through day care centers and sharing domestic
responsibilities with husbands) for women to have uninterrupted
worklives.

Such challenges are the first concerted attempts to remove these
major constraints imposed on the market activities of women. To the
extent that the efforts bear fruit, and women opt for worklife patterns
more nearly like those of men (and those of women in certain other
countries, notably Sweden), the career aspirations of women . will surely
rise. The impact will likely be felt not only on the participation rate
of women, but also on the types of jobs women seek. Additional invest-
ments of resources in education and job training for women, under
these circumstances, would seem to bear high rates of return.
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1V. SUMMARY ! THE SPECIAL NEEDS OF WORKINGWOMEN

In a summary of the many problems facing women workers, at least
three circumstances are of special significance : One, they lack propor-
tionate representation among the better paying jobs, whereas they
dominate most of the occupations that offer low wages; two, govern-
mental job training activities have been aimed largely at male work-
ers and private industry has been reluctant to invest time and money
in the training of women, arguing that female employees were likely
to leave their jobs before such investments were recouped ; and three,
the childbearing responsibilities of married women 1n a particular
age range limit them to work that can be performed at certain hours
of the day, or in given locations, whether or not these jobs maximize
their contribution and earnings. :

Evidence of women’s lower job status has been presented repeatedly.
From various studies the following facts stand out : T

—Women have lost ground in the professional and technical
areas in recent decades; in 1940, they held 45 percent of the jobs so
classified, but in 1969 they had only 37 percent.

—Within the professional area, women’s proportion of specific
jobs which they have traditionally held has also declined; they
represented 28 percent of the faculty in institutions of higher
education in 1940, but only 22 percent in 1969.

—In the same period, women’s share of service workers in-
creased by almost one-half: From 40 to 50 percent of the service
jobs, except private household workers. '

—Women make up the bulk of the household workers: 97 per-
cent in 1970, or a total of about 1.5 million women. Their median
wage for year-round, full-time employment was $1,851 in 1969;
three-fifths of women of households who worked primarily in
domestic service had incomes below the poverty level.?

—Women’s underutilization in relation to their education is
shown by the facts: 48 percent of women workers with 1-3 years
of college and 14 percent of those with 4 years of college are cleri-
cal workers; over two-thirds of the 1-8 years of college females
and one-fifth of the female college graduates were in clerical,
sales, operative, and service jobs, including private household.

—TIt 1s not surprising, then, that the earnings gap between men
and women has widened in recent years.!*

The impact of low female earnings 1s particularly severe in female-
headed families, which in 1970 contained 4.8 million children under
18 years of age living in poverty—of a total of 10.5 million poverty-
Ievel children. .

Among Negro families headed by women, 68 percent of the chil-
dren were poor. The extent of poverty within families headed by wom-
en was significantly greater than that in males’ families. For male-
headed families in poverty the median income deficits were $955 for

8 “Underutilization of Women Workers,” U.S. Department of Labor, Women's Bureali,

71,

° “Women Private Household Workers Fact Sheet,” U.S. Department of Labor, Women’s
Bureau, 1971. :

10 “Underutilization of Women Workers,” op. cit., 1971. :

1L “Fact Sheet on the Earnings Gap,” U.S. Department of Labor, Women’s Bureau.
February 1971.
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white and $1,109 for Negroes; the comparable deficits for families
headed by. women were $1,219 and $1,492.2

Women and their children whose incomes are at these levels obvi-
ously qualify for AFDC payments: in many instances these transfers
constitute their sole source of income. Questions immediately arise:
What is the earnings potential of these women? To what extent is
their failure to hold jobs due to lack of education or job skill? Would
job training enable them to go into jobs? Or are these child-care ob-
ligations or other deterrents that prevent them from working?

Studies of the emplovability of AFDC mothers have reported nu-
merous barriers, including poor health, lack of day care for children,
lack of confidence and motivation to work, shortage of jobs.

Although the employment potential of these women, as measured by
edncational Jevel and previous job experience, improved during the
1960’s. the barriers to their employment also increased.’®

Reviewing the effects of job training provided under the Manpower
Development and Training Act on AFDC women, the authors found
that women who were able to enroll and complete their programs were
those who had friends, relatives, or community provisions for child
care.

For such women, the employment gains from training were striking,
particularly for high school graduates. But both white and Negro
women who Jacked high school education saw a sharp increase in em-
ployment and earnings: “* * * When the post-training hourly earn-
ings are adjusted for annual increases in wages, all groups were earning
substantially above the minimum wage and persons with a high school
education significantly so.” 1

The employability of any group of women is dependent on their
training. job experience. and educational level, just as is true for men.
But women workers with voung children must meet the further need
for child eare. and the numbers of such women are rapidly increasing.
The mothers of 26 million children under 18 vears of age were in the
work force in 1970; almost 6 million of these children were under 6
vears. One-third of all mothers with at least one child under 6 were
in the labor force. as were about half the mothers of older children.*®

Tt is difficult to estimate with any precision the extent of the need
for group child care centers, since such facilities have been meager up
to now.

In contrast to the 6 million young children of working mothers, a
tentative estimate indicates that licensed Government day care centers
and family day care homes could care for about 750,000 children in
1970.1¢

Since most children of working mothers are cared for in their own
home, the number of children’s spaces actually needed in day care
centers is unknown. Nor is it clear whether the availability of such fa-
cilities would increase the labor force participation of mothers.

12 “Fact ‘Sheet on the American Family in Poverty,” compiled from Census data by the
Women's Bureau, U.S. Department of Labor, 1971. :

18 Perry Levinson, “How Employable Are AFDC Women?’ Welfare in Review, 8 (July—
Aug.. 1970), pp. 12-16

U Badward Ii’reseott,'wnliam Tash, and Willilam Usdane, “Training and Employability :
The Effects of MDTA on AFDC Recipients,”” Welfare in Review, 9 (Jan.-Feb., 1971),

pp. 1-6.
15 Blizabeth Waldman and Kathrye R. Gover, ““Children of Women in the Labor Force,”
M(;:L%tay’l Labgg Review, 94 (July 1971), pp. 19-25. .
. D. 25.
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At a minimum, however, publicly financed care centers for the
children of women heads of families on poverty incomes would surely
improve the employability of these mothers and make it possible
for them to raise their living standards. Until day care centers are
available to these mothers, and until education and job training are
also provided, there is little hope of improving the lot of these families.

Thank you.

(The figure referred to in Mrs. Kreps’ statement follows:)

Figure!. LABOR FORCE PARTICIPATION RATES
OF WOMEN BY AGE,1940-70
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Years of age and-over

Source:Monthly Labor Review 93(June,l970), p.11.

Chairman Proxmire. Thank you very much, Mrs. Kreps.
Our next witness is Mr. Ximenes.
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STATEMENT OF VICENTE T. XIMENES, VICE PRESIDENT FOR FIELD
OPERATIONS, THE NATIONAL URBAN COALITION

Mr. X1venes. Thank you, Mr. Chairman. .

I want to take the time to just briefly explain where we live. Data on
the Spanish-speaking people are rather scarce, and I have to dig in
rather deeply to find information relevant to the Spanish people of the
Nation,

There are about 10 million persons of Spanish surname in this
Nation.

Chairman Proxmizre. Is this chart on the easel yours?

Mr. XimenEes. Yes, sir. The Spanish-speaking people are located
throughout the United States, the Southwestern States as well as the
Midwest. In the eastern seaboard we find the Cubans and Puerto
Ricans in New York and the Eastern States.

After carefully reviewing the administration’s economic report and
the budget, I can only conclude that they do not contain the ingredients
necessary to correct the significant unemployment rates of the Spanish
speaking of our Nation.

Even 1f the 6-percent national unemployment rate declines to 5 per-
cent in accordance with the President’s economic policy, the economic
status of a preponderant number of Spanish-speaking people will
not significantly improve. _

The President’s economic plan sets out to cut the unemployment rate
as standardly defined by government. That is, a person is unemployed
if he is actively seeking work and is registered with the Employment
Service or with an employment agency.

This definition of unemployed 1s one that excludes a vast number of
Spanish speaking. I will tell yon shortly why and how it does this.
The administration proposed corrective aggregate measures to cause
the unemployment rate to decline. These corrective measures may very
well be successful for the groups of people actively engaged m the
pursuit of employment. For the Mexican Americans, Puerto Ricans,
blacks, and others in the barrios and ghettos of the Nation, the correc-
tive measures will have little or no effect. I would like to explain why.

THE EMPLOYMENT SERVICE AND THE DISADVANTAGED

The lawyers’ committee for civil rights under law and the National
Urban Coalition late last year completed a study entitled, “Falling
Down on the Job: The U.S. Employment Service and the Disadvan-
taged.” The report states that the employment, service offices have been
unable to recruit the disadvantaged unemployed. As the report illus-
trates with Labor Department figures, the Employment Service has
been unable to find jobs for individuals who do come to it for help.

According to the study, the inefficiency and incompetence of Em-
ployment Service staffs have deterred employers from listing job,
openings with them. In addition, the report notes, the experience of
dealing with this insensitive bureaucracy in many States has gene-
rated mistrust, hostility, and discouragement among the disadvan-
taged, and resulted in more individuals droppine out of the labor
force, thereby contributing to the very problem the manpower pro-
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grams were designed to solve. (See appendix No. 1 attached to my
statement.)

Add to this the fact that many Employment Service offices were
found to be blatantly discriminatory in their dealing with blacks,
Chicanos, and other minorities. During my term as Commissioner of
the Equal Employment Opportunity Commission, I found that the
Employment Service hired very few Spanish speaking. During the
EEOC Houston hearings, I found the Employment Service in Houston
did not have a single Mexican American in any supervisory position
and had hired only a few in the last 6 years.

So the unemployment problem is aggravated by Employment Serv-
“ice not hiring Spanish-speaking persons who can provide service to
non-English speaking disadvantaged persons. The Mexican American
simply does not actively seek out the services of the Employment
Service. (See appendix No. 2 attached to my statement.)

POVERTY AMONG THE SPANISH SPEAKING

I estimate that about one-third of the Spanish-speaking persons in
the United States have incomes below the poverty level. According
to the 1970 census and the employment profiles the poverty cutoffs
ranged from $1,556 for a female unrelated individual 65 vears old and
over living on a farm to $6,04 for a nonfarm family with a male head
and with seven or more persons (none under 18 years old). The pov-
erty cutoff for a nonfarm family of four, headed by a male with a wife
and two children under 18 years, was $3,990.

Substantial numbers of heads of families worked from 27 to 52 weeks
full time and had an income below the poverty level. Where the census
survey covered large numbers of Spanish speaking within an area we
could determine the extent of poverty among the Spanish speaking.

In San Antonio the census survey covered an area which is 73 percent
Mexican-American. Of the 53,572 persons in the census area below the
poverty level, 41,800 of 78 percent were Mexican-Americans. Of the
male heads of households that worked 27 to 49 weeks full time, 45 per-
cent remained below the poverty level in the San Antonio surveyed
area. (See table No. 1 attached fo my statement.) In Los Angeles, 62
percent of the surveyed population was Mexican-American. Of the
22,900 persons with incomes below the poverty level, 62 percent were
Mexican-American.

In Texas, the Department of Labor classified 21 counties with high
unemployment. Eighteen of those countiés are in the Greater South
"I'exas Culural Basin, according to a report by Governor Smith. (The
Greater South Texas Cultural Basin is another way of saying Chicano
or Mexican-American populated counties.) The incidence of poverty
in the Mexican-American populated Texas counties is 35 percent.

The information contained in the census employment profiles of se-
lected Jow-income areas show that the Mexican-American and the
Spanish-speaking persons in the Nation are generally in about the
same economic conditions as the black, except that there are at the
moment no mechanisms or plans in government or in private industry
to move the people into the economic mainstream. The President’s
budget and projections offer little hope for the 10 million Spanish-
speaking of the Nation.
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COMPETITION WITH FOREIGN LABOR

Fred H. Schmidt, of the institute of ‘ndustrial relations, UCLA,
wrote in an EEOC publication that—

The economic problems of Spanish speaking sre exacerbated by the policies
of the U.S. Government with respect to immigration and contacting and com-
muting of workers from Mexico. No other region contends with these problems
on a similar scale. No other group in the population is placed in the same continu-
ing competition with the poverty of another Nation.

We well understand Mexico’s willingness to export some of its un-
cmployment in exchange for trade. What we do not understand is why
the costs of this arrangement are saddled on a group of people that
cannot afford it. The U.S. Mexican-American citizen has been bur-
dened for years with these foreign aid costs in the form of loss of
jobs, low pay, migrancy, and discrimination.

Manufactured goods or agriculture products that have difficulty
competing in world markets are granted selective tariffs, subsidies, or
some type of preferential treatment by our Government. The Mexican-
American people have had to compete with the poverty and unemploy-
ment of another Nation for more than 50 years and there is no relief
in sight. We can understand liberal trade policies, but we suggest a
more equitable formula for distributing the costs resulting from this
policy.

THE EMPLOYMENT PROFILES

The Bureau of Census has just issued employment profiles on se-
lected low income areas in 60 cities in the Nation. I think this is some
of the finest information we have received so far. The interviews from
which the information was obtained were carried out during the lat-
ter part of 1970 and beginning of 1971. For the first time in history,
meanlingful employment data is available for the Spanish-speaking
people.

I refer to meaningful employment data because I heard Professor
Krepps say that the unemployment among black females was the
highest in the Nation. For the black female it is 12.3 percent unem-
ployment in these various areas, and for the Spanish female it is 12.7,
For the white female it is 7.4 percent. This is the kind of information
we want to furnish to people so that they can understand what is
gappening here in regard to the statistics that are presented to us every

ay.

The employment profiles of the Spanish-speaking people in the cities
of Los Angeles, San Antonio, Miami, San Diego, Chicago, Denver,
San Francisco, Houston, and other urban areas form an ugly pattern
of extreme unemployment and underemployment. Hopelessness,
poverty, discrimination, sickness, and separateness are the rule in
these islands of vast numbers of unemployed and underemployed.

I want to explainthat these are low income selected areas of problem
plagued people. There is no question about that.

According to the survey, if the standard definition of labor force, em-
ployment, and unemployment are used to calculate the unemployment
rate, the percentage of unemployment among the Spanish speaking
is twice as high as the national average. The unemployment rates in
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the surveyed areas during the survey period in selected cities were
as follows:

_ San Diego, 12.7; Miami, 12.2; Los Angeles, 12.1; New York City
(Puerto Ricans), 11.3; San Antonio, 10.1, and Denver 9.1.

The unemployment rate for the Nation was between 5.5 and 6 per-
cent during the census survey period. Of course, the Spanish spéaking:
and black high rates of standard unemployment increases the nation-
al rate. Or we can say that the white has an unemployment rate that is
less than the national average. From the information we have now, we
can generalize that no matter what part of the Nation he resides, the
Spanish-speaking person is on about the same economic level as the -
black. There may be areas where the economic status of the Spanish
speaking approximates the national average, but these are the excep-
tion rather than the rule.

The employment profiles produced more than simply the standard
labor forces, employment, and unemployment data for the Spanish
speaking and black low income areas of the Nation. The profiles show
us that real picture of unemployment, which is the one missing in the
President’s economic and budget reports.

The employment profiles determined the number of persons in the
income areas who were not in the labor force. Then the profiles show
that a significant number desire to work but for a number of reasons
do not become part of the labor force. Age, retirement, sickness, trans-
portation, family responsibility, and many other reasons are given as
reasons for not actively seeking work.

I researched information for several cities on the subject of persons
not in the labor force and their desire for work.

Mr. Chairman, could I show you briefly what it shows on the charts?

Chairman ProxMIRE. Yes.

Mr. Ximenes. These are the unemployment rates for the white
Spanish-speaking person in these selected areas.

Those are the figures that I just read to you a moment ago. But if
we add those persons that are not in the labor force but desire to
work, those who want a regular job now, and who say that if they
could they would get into the labor force but for various reasons can-
not, then the unemployment rate—I better not say rate. The under-
employment situation would come up to 31 percent in Denver, to 35
percent in San Antonio, to 43 percent in New York, to 31 percent in

-Los Angeles, to 27 percent in Miami, and 37 percent in San Diego.

Chairman Proxmire. Isn’t it true that many of these people can’t
work, that is, they are sick ? :

Mr. X1MENES. Yes.

Chairman Proxmire. Or they are old.

Mr. Xmenes. I want to make clear that what I am saying here is
that the unemployment situation in these areas may be anywhere be-
tween 9.1 and 31.6, but it isn’t 9.1. That is for sure.

If we could gather the data, or if the Bureau of Labor Statistics
could really zero in on those persons who desire to work but because
of discrimination, because of transportation problems, because of
the situation in which they find themselves and would probably be in
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the labor force if they had the opportunity, then we may come up
to perhaps 25 percent.

I would like for somebody to challenge those figures. I would like
the Department of Labor to challenge the figures and say no, it is
not 31 percent, it is 25 percent, or something like that.

This is what I am looking for. It is my data, my information and
my calculations. I am saying that the economic report, the attempt by
aggregate means to resolve the problem of unemployment, does not
touch these groups that I am talking about that are from 9.1 to 81.8
percent unemployed and underemployed.

The same situation occurs with the blacks and T have the informa-
tion on this chart. It is contained in my report. It is very similar, in-
cidentally, to the Spanish speaking situation. There is no difference,
really.

My conclusion is that insofar as unemployment for white Spanish
surnamed and blacks it is about the same. If we could take a look at
their economic status over the Nation, it is about the same.

I focused on persons 16 to 64 years of age not in the labor force who
said they “intend to Jook for work, may look—it depends, may want
a job—it depend, would want a job if no problem.” I excluded per-
sons who said, “do not intend to look and do not want job even if no
problem.” If we add up the persons who desire work in the above
categories with exclusions as indicated above, we would arrive at a
figure that shows a reasonable estimate of the true unemployment in
the low income areas surveyed by the census.

About one-half of the persons reported as not in labor force are
excluded from my caleulation—mostly women who do not want a
job because of family responsibhility and young persons in school.

The unemployment and underemployment situation for cities with
data for Spanish-speaking and blacks is shown in charts Nos. 1 and
2 attached to my statement. Included in these figures is a heavy con-
centration of females who desire to work.

T have already mentioned some of the reasons for the nonparticipa-
tion of the Spanish-speaking in the mainstream of economic life. Here-
tofore, we had given the reasons, but were never able to substantiate
them with data. Now we have that data, and we can say that dis-
crimination is at the heart of the problem. People simply cannot face
denial of employment on a daily basis. They retreat at some point to
the protection of the island of poverty. They, as the publication, Fall- .
ing Down on the Job, clearly points out, have no faith in a system
of job placement that constantly rejects them. A

For the Spanish-speaking person who speaks only Spanish, there is
an added deterrent to seeking employment through the standard
avenues of job placement. If there is a test involved, there is no way
to induce a Spanish-speaking person to actively seek employment. He
is, therefore, not in the national calculations on employment, unem-
ployment. and he certainly is not in the labor force even though he
mav be willing to work.

The noncitizen in this country is only partly included and the
migrant laborer is, of course, out the mainstream and constantly under-
employed.



The illegal immigrant Mexican seeks the islands of low-income
Spanish-speaking persons and, of course, does not actively seek work
through established channels. Rather, he competes for the menial tasks
and other jobs sought by the Mexican-American citizen.

The green- and blue-card carrier that lives in Mexico and works
in the United States is another competitor of the citizen Mexican-
American who not only must compete in a strange system, but with
persons willing to work for poverty wages.

Noncitizens from Mexico are the subject of heavy-handed discrim-

_ination which is easily applied to citizens as well, for there are no

differences in the names, features, and general characteristics of the
Mexican-American citizen. The Naturalization and Immigration
Service shuttles illegal aliens back across the border every day and
those of us who are citizens can only say that, there but for the grace
of God, go I .

Height requirements effectively keep out the Mexican-American
from employment in thousands of law enforcement agencies of the
land. These and other reasons too numerous to relate here, cause the
high rates of unemployment among the Spanish-speaking people of the
Nation. .

THE EMPLOYED SPANISH-SPEAKING

The employed Spanish-speaking persons are heavily concentrated
in the blue collar operatives, laborers, and service categories. Of those
male persons included in the industry reports to EEOC, 32 percent
are operatives, and 26 percent are laborers as compared to only 2.5
percent officials and managers and 2.4 percent in the professional
category. (See table No. 2 attached to my statement.)

The effect of limited upward mobility in the employed ranks means
that qualified Spanish-speaking persons compete for lower salaried
jobs or give up and drop out of the labor force. He then joins the pool
of small business mom and pop establishments usually located within
the poverty areas. He remains in this pool until he can find suitable
emplovment.

I see very little in the budget or in the economic report that is going
to change the employment patterns for the Spanish-speaking of the
Nation.

The data in the employment profiles was gathered during a period in
1970 when the standard unemployment rates for the Nation were
between 5 and 6 percent. If the measures to cut down unemployment
in 1972 from 6 to 5 percent are effective, for the Spanish-speaking
person it means a slight change to a condition such as I have shown
above and as recorded in the employment profiles published by the
U.S. Census. '

Thank you.

(The attachments referred to in Mr. Ximenes’ statement follow :)



666

UNEMPLOYMENT RATE

AND

UNDEREMPLOYMENT

WHITE SPANISH

8 Unemployment Rate

nent Rate and U

1970
Percent
43.9
40
35.7
31.6
— 31
30
20
10
0

Denver
(Puerto Ricans)

Persons not Ln the labor force who want regular job now and intend
to look for work, may look, may want 8 job, would want a job if no
problem existed,

SOURCE: U. §. Department of Commerce Bureau of the Census, 1970
Emp. Profiles of d Low Income Areas.

27.0

San Antonio New York City Los Angeles

Miami

37.2

San Diego

CHART NO.

1



Percent

40

30

20 .

10

New York
(Area II}

667

UNEMPLOYMENT RATE CHART NO, 2
AND
UNDEREMPLOYMENT
NEGRO
1970
B Uremployment Rate
O  Unempl Rate and U\ p
38.2 -
37.5
33.9
34.0 )
\
25.6

Los Angeles  San Francisco

Chicago Miamt

Persons not in the labor force who want regular job now and intend
to look for work, may look; -may want a job, would waat a job if no

problem existed,

SOURCE: U. S. Department of Commerce Bureau of the Census, 1970

Employ Prefiles o

Sel d Low Income Areas,

San Dlego




668

TABLE L.—EXTENT OF POVERTY IN FAMILIES OF CIVILIAN NONINSTITUTIONAL POPULATION

. Total poverty  Total Spanish
City families poverty families Percent
San Antonio. - e 20, 155 16, 552 82

PERCENT OF SPANISH-SPEAKING FAMILIES WITH INCOME BELOW THE POVERTY LEVEL

Male heads  Female heads

Head worked 50 to 52 weeks, full time 19.0 26.1
Head worked 27 to 49 weeks, full time 45.5 43.6
Head worked 1 to 26 weeks, full time. 59.9 93.9
Head worked part time_____ 54.0 80.3
Head did not work at all_ ... . ... 52.8 74.9

Source: *‘Employment Profiles,” Bureau of Census, 1970.

TABLE 2.—J0OB PATTERNS IN PRIVATE INDUSTRY!
PARTICIPATION RATES, MALE SPANISH SPEAKING, NEGRO AND ANGLO, 1969

[In percent]

Spanish-
speaking male  Negro male Anglo male

Officials and managers______ . ... 2.5 L0 12.0
Professional...____.. - 2.4 .9 3.0
Technicians. ... .. 2.3 L2 4.8
S@leS e e 3.0 1.3 7.4
Office and clerical ___._____ .. .. ... 5.1 2.7 7.1
Craftsmen. .. 13.9 7.9 20.4
Operatives . 32.1 31.2 2.5
LabOrers. . - 26.4 29.8 8.4
Service Workers oo 12.2 18.1 5.4

1 For industries reporting to EEOC and subject to title VI requirements.

Source: Equal Employment Opportunity Commission hearings on the utilization of minority and women workers in
certain industries, Houston, Tex.

APPENDIX No, 1*

TERMINATING REFERRALS TO PARTICULAR i‘mMS BY TEXAS EMPLOYMENT SERVICE

Commissioner XIMENES. Can you recall how many years you have served
Cameron Iron Works for referrals or testing?

Mr. Jackson. I don’t have the exact number here.

Commissioner X1MENES. Would you say you have served the company in the
last five years?

Mr. JACKSON. Oh, yes, sir.

Commissioner X1MENES. Did you have knowledge that this particular company
had segregated facilities?

Mr. JACKSON. Segregated clubs?

Commissioner X1MENES. Facilities.

Mr. JacksoN. No.

Commissioner X1MENES. If you received information from this Commission
that as of this date, Cameron Iron Works had segregated facilities, would you
terminate referrals and testing for that company? .

Mr. JacksoN. Commissioner Ximenes, as I told you at the meeting before, 1
think that our Commission will be guided largely by any findings that you gen-
tlemen have on this.

Now, to get this—I have no authority to deviate from the procedural instrue-
tions I get from my Commission, but I will certainly call it to their attention,
I will get a ruling, and I will give you an answer on it, sir, but I cannot give
you an answer on something I do not have knowledge of.

* Source : EEOC Houston Hearings, 1970.
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Commissioner X1MENES. Have you ever, at any time in the past three years,
terminated referrals to companies because of discrimination ?

Mr. JACKSON. Yes, sir.

Commissioner XIMENES. YWhich ones?

Mr. Jacksoxn. Well, sir——

Commissioner X1MENES. Can you recall one?

Mr. JacksoN. No, sir, I'm unable to give you the names of them.

Commissioner X1MENES. Would you give us that, then, for the record at a later
date? (This information was not received.)

Mr. JACKsON. Sure, and I have—I think that, Commissioner Ximenes in your
interrogation you are going beyond the preparation. I think that if you’ll bear
with me in my administrative position—I've got these managers out there to
work. I do not come in direct contact. I cannot. ’'m not infallible. I cannot give
you specific answers to specific questions on some points.

Now, to say, generally, “Aren’t you responsiblé?”’ Yes, sir, I'm responsible for
a whole lot of things, but by the same token, I can’t give you a specific answer
on something that I haven’t looked up.

Obviously, in the material here, I have had to do some preparation, digging,
to get the material together, because I can’t carry all of this information in my
head.

Commissioner XIMENES. Well, this apepars to be fairly common knowledge in
the Houston area, that Cameron Iron Works, did have, for a number of years,
segregated facilities—water fountains, et cetera, and you say you were not
aware of this? :

. Mr. JACKSON. No, sir, I was not aware of it. I have never visited that plant
in person. .

Ccn;xmissioner XIMENES. No employee of yours ever told you that this was taking
place? '
Mr. JacksoN. No, sir.

EMPLOYMENT OF MINORITIES BY TEC

Commissioner XIMENES. Would you tell us what the employment situation is,
for the minorities in the Houston region ?

Mr. Jackson. Repeat the question. I didn’t follow it.

Commissioner X1MeNES. Could you tell us the number of Mexican American
or Negro employees that you have in the Houston region?

Mr. Jackson. I don’t have the figures available with me. I can give you that
if you desire that information to finalize your findings. I can secure it for you,
but I do not have it with me.

Commissioner XIMENES. Do you have any Mexican American managers?

Mr. Jackson. Do I have a Mexican as a manager ? No, I do not have.

Commissioner XIMENES. Or black?

Mr. JaoksonN. I don’t have any managers, no, sir, but I have some—I think
I've furnished you a list of all of our minority members. It gives a classification.
I think I did relate to you—but it probably slipped your memory—in that first
meeting, that one of the assistants—he’s actually acting assistant manager—is a
Mr. Jack Motley.

Mr. Motley was offered a managerial position in Dallas and turned it down
for personal reasons. He preferred to stay in Houston. But you take a Mr. Isaiah
Kasseteras, a supervising interviewer of the Northwest Office—that’s out in the
Spring Branch area—and that’s the office that serves Cameron, incidentally.

Commissioner XIMENES. Would you say that the employment patterns of the
Employment Security Commission in the Houston area or in the State of Texas
are any different from the employment patterns of private industry?

Mr. JacksoN. Oh, I beg your pardon. I didn’t understand your question a while
ago, Commissioner Ximenes.

I would say this: That from the standpoint of the Texas Employment Com-
mission which has approximately 179 minority personnel—I had 108 as a total
minority—and that is 35 Mexican Americans and 73 Negroes. We have, as I
mentioned a while ago, approximately 500 employees.

Now, this is district-wide. This is Houston and Galveston SMSA’s, and out of a
total of 500, so I believe that that figure, right around 20%, as I further men-
tioned, considering the fact that only eight of these 108 are in the so-called tradi-
tional area—in the janitorial positions.
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Each one of the other 100, it was necessary for them fo qualify in our merit
examination system, so that has been one of the points that we have had to ad-
here to even in these community service agencies.

Commissioner XInMENEs. Well, the Civil Rights Commission made a study of
employment by the Texas Employment Security Commission. And in 1969 it
showed that blacks were hired at the rate of 5%, or about 150 in the entire state;
and 261 Mexican Americans—or about 8%—and the largest number are con-
centrated in clerical work.

Now, that’s the pattern in the State.

And that pattern is similar to the pattern that we get from the people who
testified here today. - .

Mr. JacKsoN. You mean in the Houston office?

Commissioner XI1MENES. In the State. That was a State figure that I just gave
you.

Mr. JTaCKsox. Yeah. Well, T can’t say. All I can give you is the positions that
these people occupy. I don’t think that you can say that interviewer three and
interviewer one and a technician or a supervising interviewer, or a Community
Service Aide one, two or three, are clerical. The Community Service Aide, as I
mentioned to you before—I related the fact that they are pre-professional.

In other words. they-can attain a professional position by in-service per-
formance, length of service, and passing an examination to qualify, but the mat-
ter of counselors—for example, a counselor is a very highly qualified position, re-
quiring an excellent education in the area of social studies. There are special
studies.

Now, realize this: As I mentioned to you gentlemen before, we are bound
by the rules of this merit system. and in making the selections that I am making,
I must look at the certificate. and I have to hire, based on the grade—on the grade
points—the first three out of that. I think I also told you that one way that I was
able to secure some Mexican Americans. was to request and obtain a Spanish-
speaking certificate. I was to get some Mexican Americans who have made valua-
ble employees, because of their ability to speak Spanish, and otherwise who would
not have been reached on a regular certificate.

Commissioner X1MENEs. That must have been done fairly recently, because as
of 1967. you only had ten Mexican Americans.

Mr. JacksoN. Yes, that’s right. I couldn’t get any.

Commissioner XIMENES. Seven were in clerical and the other four, I'm not sure.
So that up until 1967. you had not done anything in regard to the employment
of Mexican Americans, and not much in regard to Negroes, either.

Mr. JackrsoN. No, sir. You're putting a statement to that that’s not fact.
Don’t say that I never did anything. I was not able to obtain the necessary
results, and likewise, I discussed this with you and told you why I was
unable to do any recruitment to get any Mexican Americans to take the merit
system examination.

I was unable to induce any Mexican Americans. living in other parts of the
State, and the Valley area, to.transfer to Houston. I'm in the record on that,
sir.

Commissioner XIMENES. You're trying to tell me that you could not get
Mexican Americans?

Mr. JacksoN. No, sir.

Commissioner X1MENES. In 1967?

Mr. JAcKsON. No, sir.

Commissioner X1MENES. From the Houston area?

Mr. JacksoN. No, sir.

Commissioner X1MENES. You couldn’t get Negroes either, because you only
haa 36 in 1967.

Mr. JacksoN. The Negro—as I told you before—he has to take the exam-
ination, just the same as anyone else, and I have to make my selection from
the top three. I would not have been able to have gotten some of the Negroes
that I did put on back in the early days, had I not got them to start in another
office—in Galveston, for example, let them work for six months, and then trans-
fer into Houston.

Commissioner XIMENES. What I’'m trying to tell you is that it appears to me
that the employment patterns of the State, the City, and the various govern-
ment agencies, are similar to those of private industry, and let me give you
an example of what I'm talking about.
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The City of Houston employment pattern shows that 609% of the laborers
are black, as compared to Memphis with 54% ; Atlanta, 69% ; Baton Rouge, 64%.

Now, when we get up to the official and manager category in Houston, 19, are
black; in Memphis, zero; in Baton Rouge, zero; in Atlanta, zero; and then, in
the professionals and technical category : Atlanta, none are blacks; in Houston,
1.9% ; Memphis, 9% ; Baton Rouge, 15%, and the Mexican Americans com-
prise, 349, of the laborer category in the city of Houston as compared to
San Francisco with 109% Mexican Americans in labor categories.

In Houston, Mexican American officials and managers are barely 1.99% of
the total.

This is the pattern we see here in Houston. That is a pattern we see in all
these other cities, and I don’t see that it’s any different in your agency.

APPENDIX No, 2%

INABILITY TO ATTRACT APPLICANTS

Mr. OcpEN. And I'm sure that they are subject to various viewpoints as to the
relative adequacy or inadequacy. It is our feeling—and this is a sincere one—
that as far as the hourly group is concerned, that they represent good progress.
We're free to admit that as far as attracting qualified applicants in the salaried
categories, we haven’t been as successful as we’d like to be.

Commissioner XIMENES. Well, there are a number of companies that testified
that have stated to us that they can do it and have done it and they have a better
record than the one you presented to us. They're in business, just like you are,
and they recruit just like you do. They sell for profit just like you do and they’re
operating right here in the Houston area. Some of them are not as good as we'd
like, but nevertheless, they operate in Houston and do the same things that you
do, but your company doesn’t seem to be able to attract a Mexican American for
professional or even for clerical work. Can you imagine that? Is that so difficult
to do?

Mr. OcpEN. The applicants have been very few.

Commissioner X1MENES. Could it be that there is a sense of futility on the part
of the applicants, in view of the data that’s presented here, that there is this
sense, among the minorities, that this company discriminates? Could that be
the case?

Mr. OepEN. Well, of course, I don’t know what is in the minds of the potential
applicants, but I don’t think that we have given them reason to have that feeling.

Commissioner X1MeNEs, Could it be that the history of this company, in its
thirty years in Houston, has shown that there have been discriminatory patterns
by the company, in terms of segregated facilities? .

Mr. OcpEN. There are not segregated facilities, and if that were—that has not
discouraged the male applicants for the hourly jobs.

SEGREGATED SOCIAL CLUBS

Commissioner X1MENES. Did you have segregated facilities at one time?

Mr. OGDEN. At one time, yes, sir.

Commissioner X1MeNES. Did you have segregated clubs?

Mr. OGDEN. There are now two segregated clubs.

Commissioner X1MENES. They are in existence today?

Mr. OGDEN. Yes, sir.

Commissioner XIMENES. A segregated club for what purpose?

Mr. OepEN. They’re social clubs. .

Commissioner XIMENES. What is the reason for having them segregated?

Mr. OeDEN. Sir, I—the company has nothing to do with the employees’ so-
cial clubs. They're separate organizations of the employees themselves, over
which the company actually has no control, except to the extent that the com-
pany can and does withhold any subsidy.

Commissioner XIMENES. Are they within the company premises?

Mr. O6DEN. No, sir. .

Commissioner X1MENES. Where are the clubs located ?

Mr. OgpeEN. Oh, out the north end of—I believe it’s in another county, ur
partly in another county and partly in the portion

* Source: EEOC Houston Hearings, 1970.
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Commissioner XIMENES. Are these maintained and assisted, in any way, by
the company ? -

Mr. OGDEN. No, sir, not at this time. Formerly, they were.

Commissioner X1MeENES. What other segregated facilities do you have?

Mr. OcpEN. Oh, at one time, there were segregated restrooms, drinking
fountains, I believe some locker rooms.

‘Commissioner X1MENES. What happened to the Mexican American? Where did
he go?

Mr. OcDEN. I can’t honestly answer that.

Commissioner XiMeNEs. He really was out. Well, Mr. Ogden, I think that
you may get, then, from that, perhaps some idea of the lack of applicants. I
certainly wouldn’t apply to your company if I thought that you, even as re-
cently as a few years ago, practiced this, and your personnel were used to
this sort of thing. I certainly wouldn’t apply. I'll tell you that.

Mr. OcpEN. Well, to follow that line of reasoning, of course, there never
were segregated facilities in the office areas serving the—both the non-exempt
and the exempted salaried employees, so that certainly, I don’t think, would
be a reason for, at this time, potential minority applicants not to apply for
that type of employment, and notwithstanding the fact that in years past there
were segregated facilities in the shop areas. That has not seemed to interfere
with applications by minority groups in the hourly category.

Commissioner X1MENES. Did you deduct dues for these club members?

Mr. OebEN. No, sir.

Commissioner X1MeENEes. They deduct them on their own or—

Mr. OgpEv. I don’t actually know just how they handle their dues collection.
‘We do deduct dues for the Negro Social Club.

Commissioner XiMeNES. You deduct dues for the Negro Social Club?

Mr. OGDEN. Yes, sir.

Commissioner X1MENES, And not for the other—

Mr. OGDEN. That is true.

Commissioner X1MENES. And, again, how about the Mexican American?

Mr. O6pEN. There is none.

Chairman Proxarire. Thank you, Mr. Ximenes.

We haven’t had, I think, this kind of a panel before. I think all
three of you have done really extraordinary work this morning, dis-
abusing me of some of the ideas I had that were wrong.

Mr. Brimmer, I want to make sure I understand you. You said
there was a decline of 43,000 jobs for blacks in 1971, even though the
total number of jobs continued to expand and expand rather
vigorously.

Mcr. Briararer. That is what I said.

Chairman Proxarire. The number of jobs?

Mr. Brovuner. Yes. The number of jobs for blacks, and I want to
be precise on this

Chairman Proxaare. I think the figure of 43,000 is correct.

Mr. Brieuer. The figure is 43,000.

Chairman Proxmire. You laid great emphasis on the assertion that
the blacks are very heavily employed in manufacturing, and that man-
ufacturing was not expanding the way some of the other employment,
categories are. Is the decline of jobs for blacks in manufacturing pre-
cisely paralleling the decline in jobs in manufacturing generally, or
was 1t greater or less? ‘

Mr. Briaraer. It paralleled. But since the proportion of blacks, par-
ticularly black men, found in manufacturing is higher, the impact
was somewhat greater.

Mr. Chairman, let me ask you, please, to look at table 1 of my pre-
pared statement. You cannot see this precisely in table 1, but the state-
ment I made was based on table 1.
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If you look at total employment in 1971, you will notice the number
was 8.4 million, 8,403,000. In 1970, as the middle panel of table 1
shows, total employment for blacks was 8,445,000. So there you see
rounded oft the drop of 43,000 or so which I mentioned. ]

If you look at the total employment in the economy as a whole in
1971, that number was 79,120,000; in 1970 it was 78,627,000. If you
look at the table showing private nonagricultural employment, table
4 to my prepared statement, taking manufacturing, which 1s the fourth
row down from the top, you will notice that in 1970, the second col-
umn from the right, blacks constituted 10.2 percent of the total man-
ufacturing employment, and in 1971 it was 9.9. That is the basis of
my statement.

Chairman Prox»rre. Let me ask this: One spectacular figure was
the turnover rate for black men in grades 1 to 5 as compared with
whites in the Federal Government. Blacks suffered a turnover rate
as I understand it of a shocking 43 percent compared to 15 percent.

The turnover rates were greater in other categories, too, than they
were for whites, but there wasn’t anything like that kind of discrep-
ancy. In fact, they were rather close. Hlow do you explain that?

Mr. Brraraer. These arve figures for the Federal Reserve banks. T
could not get figures for the Federal Government.

Chairman Proxmire. These are only blacks who work in the banks?

Mr. Bridarer. These are the statistics for the Federal Reserve banks
taken as a group.

Chairman Proxare. You are talking about the employees of the
banks? )

Mr. Brivaer. The employees of the Federal Reserve System. We
are talking about some 20,000 or 22,000 people. I am talking about the
Federal Reserve banks, which I said were roughly comparable in some
respects, so one can use these figures to get a rough idea of turnover
in Government.

- Chairman Proxyire. That is a very large sample, It is still a tremen-
dously shocking discrepancy.

Mzr. Briaaer. T found it so. :

Chairman Proxmire. Three times as high a turnover for black men
as for white. With women there was a higher turnover for blacks,
but not much. For those in grade 6 and above the turnover was very
close for blacks and white.

Mr. Brovoer. Yes. That reflects the structure of employment.

Chairman ProxMire. The last hired and first fired, is that it?

Mr. Broyier. Well, blacks are concentrated, heavily concentrated,
in the low-grade level. They are typically the people who work in
the currency and coin sections at the banks; they are the janitors, the
messengers, the food handlers, and so on, in the lower grades. That
is what you typically find. There are a few clerks in these lower grades,
but not very many.

Chairman Proxntre. I can’t understand why it is so much higher
for blacks than whites. Whites have similar problems.

Mr. Broaer. Mr. Chairman, my own explanation is that it goes
back to the kind of characteristics of the low-income population with
relatively low skills. These jobs do not require great skills.
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Chairman Proxmizre. But these are grades 1 to 5 and the whites have
low incomes and low skills, too.

Mr. Brimuer. Typically. I do not know how to explain it. My pur-
ose was to take note of the fact that the overall turnover was very
igh.

%Jhairman Proxamre, Mrs. Kreps ¢

Mrs. Kreps. The heavier concentration of black males in the lower-
level jobs would mean that the turnover rate for black males would
reflect that concentration. If you could hold constant the type of job
and compare black and white men——

Chairman Proxmrire. That is what I thought he did. He said the
turnover rate for blacks grades 1 to 5 was 48 percent and for whites
it was 15 percent. :

Mr. Brrmyer. May I go back to this, Mr. Chairman? What is being
held constant is the grade level. The grades would apply to different
kinds of jobs as well. For example, I could pick a grade 5 data proces-
sor and I could also pick, say, a grade 5 chauffeur. I would expect that
the tenure of the data processor, in general, would tend to be higher
than that of a chauffeur. In that case, it may be a bad example because
a grade 5 chauffeur is a good job for a chauffeur. I will be glad to look
further into the matter.

(The following information was subsequently supplied for the
record :)

BoARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM,
February 28, 1972.
Hon., WILLIAM PROXMIRE,
Chairman, Joint Economic Commiliee,

New Senate Office Building,
Washington, D.C,

DeArR MR, CHAIRMAN: I have looked further into the question of turnover
rates for blacks in Federal Reserve Banks which arose during my appearance
before the Joint Economic Committee on February 23.

Upon further checking, an error was discovered in the underlying statistics
on which the analysis was based. The turnover rate for all men in grades 1-5
was 49 per cent—not 15 per cent as originally indicated. The turnover rate of
43 per cent for black men in grades 1-5 was correct. For all black employees
in grades 1-5, the turnover rate was 40 per cent vs. 37 per cent for all employees.
In contrast, in grades 6 and over, the turnover rate for blacks was below that
for all employees—10 per cent vs. 13 percent.

The general conclusion still holds: The turnover rate for blacks as a group
was higher for all employees (30 per cent vs. 21 percent).

I have furnished a copy of this letter to the committee staff for insertion in
the record of the hearings.

Sincerely yours,

ANDREW F. BRIMMER.

Chairman Proxmire. Mrs. Kreps, does your 75-percent figure, where
vou say women'’s incomes are 75 percent of men, reflect the discrimina-
tion in the same work, or does it reflect the fact that wwomen’s employ-
ment has been in different and often in terms of income lower paid
categories?

Mrs. Kreps. This proportion assumes that we are holding the oc-
cupation constant. :

hairman Proxmire. Constant the kind of job?
Mrs. Krrps. Yes.
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Chairman Proxaire. So you would say if there are women tellers
in banks or women attorneys or women employed on faculties of uni-
versities or in schools, that the man doing the same work, fulfilling
the same capacity, would get about one-third more; is that right?

Mrs. Krrps. Yes. These are figures cited by Herman Miller.

Chairman Proxarre. That is about as shocking a statistic as I have
heard. It is amazing. We all know about the discrimination against
women in positions of executive capacities, professional positions, and
so forth. But there is absolutely no excuse for this. There is no excuse
for the other either, for that matter, but at least we can understand
that there has been discrimination over a longer period of time in
the case of professionals. I am startled at the enorinous discrepancy.

Mrs. Kreps. Let the record show that the Senator is shocked.

Chairman Prox»are. It certainly should.

Mrs. Kreps. The usual explanation, of course, is that men have had
longer service in these jobs and they less frequently have interrupted
worklife patterns. In Miller’s case, he tries to correct for that variable
by giving you statistics only on those women who had shown a con-
sistent pattern of staying in the labor force for at least 6 months of the
year for a certain period of time. So he even rules out those women
only marginally attached to the work force.

Chairman Prox»ire. Another very valuable figure that you have
given us that I didn’t have before is the underutilization of women in
relationship to their education. What this shows to me is that there has
been a great deal of emphasis on training and more education. They
say you can’t hire these unemployed people because they are not edu-
cated, not trained, they don’t have the capacity to go out and get a job.

In the case of women, what you are showing us is that in many cases
they are underutilized. They have college degrees and are doing work
they could do with a partial high school education. That seems to rebut
or refute the argument that the main structural problem is a matter
of discrimination, and not that the women, the blacks or the Mexican-
Americans who are discriminated against don’t have the skills.

I think in view of the enormous improvement of skills for all the
population in the last 20 years that the typical member of the minority
group, whichever it is, is likely to be better trained, considerably, than
the white male was 90 years ago.

On the basis of this statistic, this would seem to underline the argu-
ment that it isn’t so much a matter of lack of skills unless we have had
a technological revolution I am underestimating.

Mrs. Kreps. Business has traditionally not had middle-level jobs
for women. It has had clerical and secretarial jobs for women but it
has had none of the higher paying jobs. Therefore, it is easy to see why
college educated women, unless they go into the professions, simply
have to go into industry at jobs lower than their education would allow.

Chairman Proxmire. There is going to be a long, long, hard struggle.
I recently saw an analysis written by a young lady who worked as an
intern briefly in my office. She graduated from Harvard Law School.
The thesis was on the experience of Harvard Law School graduates
over the last 20 years, men and women, comparing incomes.

76-150—

-]
[




676

It is just about as shocking or more shocking than the figure you have
~ given us today. I thought this was just discrimination by lawyers, but
it appears it is quite universal.

Did you want to comment ?

Mr. Briarmer. Just briefly, Mr. Chairman. The census data would
reinforce what Mrs. Kreps said. In general, if you take income by
education, by race, and by sex and take men separately, it is roughly
on the order of magnitude suggested by Mrs. Kreps. In general, a
black man with a college education would have a median income
roughly equivalent to that of a white man, the same age, with a high
school education.

As you get into the higher levels of education, the discrepancy
becomes a little less but not appreciably less, so the general pattern
would still hold. If one were to take three-quarters as a benchmark,
1t would turn out roughly as Mrs. Kreps stated. I do not know what
the .most recent data would show, but my hunch is that that is the
general pattern. -

Chairman Proxarre. Congressman Conable.

Representative CoxaBLE. Thank you, Mr. Chairman.

Mrs. Kreps, I would like to pursue the chairman’s line of inquiry
a little bit. In your statement you say evidence of women’s lower job
status has been presented repeatedly in various studies and the follow-
ing facts stand out: Women have lost jobs in the professional and
technical areas in recent decades. In 1940, they held 45 percent of the
jobs so classified and in 1969 had only 37 percent. In the professional
area, you say women’s proportions of specific jobs they have tradi-
tionally held also declined. They represent 28 percent of the faculty
of institutions of higher learning in 1940 but only 22 percent in 1969.

That is even more distressing to me than the money angle. T would
like to know what the reason for this downward trend is? It would
appear to me that the most probable reason for the first, the loss of
ground in the professional and technical areas, might be discrimina-
tion in the professional schools. As far as the second is concerned, it
would appear that it is probable that the faculties of our great liberal
institutions are not as Iiberal as we might think, that they show cer-
tain sexist characteristics, judging from the fact that the proportion of
women on faculties has actually declined. Would you like to comment
on that?

Mrs. Kreps. I agree completely with your analysis of what has been
happening, particularly in institutions of higher learning. It is even
worse than that simple statistic indicates; 1f one looks at the com-
position of that 22 percent which we have now, she would find that
there is a heavier concentration of women at the instructor and assist-
ant professor level, a very low sprinkling of full professors, and prac-
tically no administrators. The explanation lies in part in certain market
constraints that apply here. Some women were not able to go to insti-
tutions which would hire them because they are married and are stay-
ing with their husbands. There are other constraints.

Obviously, the presence of small children is an important one. But
college teaching is one of the few professions which a woman can
pursue on a part-time basis and still bring up a family; yet even
here women have, in fact, lost jobs.
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Universities clearly have a strong preference for male professors,
despite the fact that women have been teachers for quite a long time.

Representative ConasLE. It would seem to me that if we are to
have progress in the high paying jobs it is most likely to come in
the professions, because the professions are generally self-employed,
and, therefore have more flexibility for part-time involvement.

A woman doctor, for instance, can drop out of her profession for
a few years if she has family responsibilities and can return. She
should be able to move back mto high-income status quickly and be
able to maintain her professional competence there. One can under-
stand why there might be some difficulty about industry employment
of women, for instance, if their work is a part-time thing.

To me this is particularly distressing. I would expect women to
make progress in the professions more easily than in areas which are
not self-employed. -

Is there anything I am overlooking here as far as the professional
status of women is concerned ?

Murs. Kreps. No, I think that is a reasonable expectation, particu-
larly in view of the fact that we have needed so much more profes-
sional talent of this kind in the recent past.

One would have thought that in the period of the 1950°s and 1960,
when there was such a heavy demand for college professors, that
women would have been hired more often rather than less often.

Representative Conapre. Have you made any analysis of the dif-
ferent attitudes of the different professions? For instance, I should
think that women would find it much easier to break into the medi-
cal profession than, for instance, the legal profession, let’s say, where
the status of women lawyers has always been an unfortunate one.
They have spent most of their time working on estate and real estate
matters and find it difficult to invade the courtroom.

But as far as doctors are concerned, there are many countries in
which women doctors almost predominate—not many, but some.
Russia, for instance. I am wondering if you made any analysis among
the professions.

Mrs. Kreps. Not in any depth, but the figures are as you indicated ; in
certain countries, notably Russia, women are the medical profession by
and large, whereas they constitute a very small proportion of the total
numbers of physicians in this country. One of the reasons for the
paucity of women doctors in the United States is the failure of women
to enter the medical profession in any large numbers. It has been very
hard for them to get into medical schools. It has been very hard for
them to combine the long training period with having a family and
children.

With respect to the legal field, of course, things are changing very
rapidly in terms of the numbers of women who are going to law schools.
I share, however, your own worry about what these women will do
when they get law degrees. It has been my observation that television
shows notwithstanding, women haveé®not had access to the top jobs in
the legal profession.

Representative ConapLe. Mr. Ximenes, I am interested in the statis-
tical base on which you are forced to operate here. I imagine it is quite
faulty. Tt occurs to me that I saw somewhere the figure, for instance,
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that 375,000 illegal immigrants in the United States have been iden-
tified and deported last year. I assume a very large number of these are
Mexicans.

Mr., XnexEes. The preponderant number are; yes.

Representative Conabre. I assume that many of these people are
forced by the insecurity of their position while they are here to accept
very poor jobs and are coming over primarily as migrants.

Mr. Xryexes. Correct.

Representative Conapri. They have to keep moving in order to avoid
detection. This must very much affect the labor statistics, in consider-
ing the actual status of the Spanish-American.

Mr. X1meNes. Mr. Conable, it would not affect the labor statistics for
arriving at standard employment, because these individuals certainly
are not going to go to the Employment Service or to be registered any-
where—none of them. It will not affect them one way or another.

They might show up in my data over there, because these people
would be out of the labor force. As far as your statement in regard to
migrants : a lot of them are not migrants. :

There is a large number that are household workers, large numbers
that work in filling stations, and in manufacturing concerns if they
are close to the border.

There is another group besides the illegals that we can add to that,
and that is people who can live in the United States because they have
a valid visa but prefer to live in Mexico and work in the United States.
That is another group.

Representative CoNasrLe. It must be a very complicated statistical
problem.

Mzr. XimexEs. It is very complicated.

There is another group that comes over on a card for purpose of
purchasing goods for I am not sure how many hours. Many stay for
10 years. )

Representative ConasLe. Have you any idea what proportion of the
6 percent of Americans who are unemployed are Mexican Americans?

Mr. X1arenEs. I am not sure

Chairman ProxMire. 5,182,000 people were unemployed last month.
How many are Mexican Americans?

Mr. Xmexes. The data doesn’t break it down. I could not tell you.

Chairman Proxmire. Mr. Ximenes, you are not satisfied with the
state of the economic information as it is described and the changing
status of various groups of the labor force, employment status, and
unemployment status. Your exhibits are very impressive.

T had a member of the press ask me about a month ago to question
Mr. Moore on this. There was a very interesting article in the Wash-
ington papers pointing out that one analysis showed that unemploy-
ment in Washington, D.C., is not the 3 percent or 314 percent
generally reported but 15 percent, using these kind of figures.

Mr. X1mexes. Yes; they used ghe same information that I used “for
these charts.

Chairman Proxmire. Would you be a little more detailed and spe-
cific as to what can be done about it? Suppose you were Mr. Moore.
Suppose you were in charge of the Bureau of Labor Statistics. What
kind of an analysis would you have your people put together? What
would you have them do?




Mr. Xnuexes. I would do the same thing that the Bureau of the
Census did to arrive at some of these figures. They would have to sam-
ple some of these low-income areas.

Chairman Proxarre. But they wouldn’t accept this as a fair defini-
tion of unemployment.

Mr. XomeNes. I know that.

Chairman Proxyrme. How would you describe unemployment to
make it better? You sce, there are arguments on both sides of this.
We have been through this so much before this committee, because we
have testimony every month and have had for a year now on the un-
employment statistic. .

While you can argue that you are considering people employed
who only worked 1 hour in the whole week, on the other hand, you are
also considering people unemployed who just take a glance at the
help wanted ads or just apply maybe for some work down the street
and don’t make a real effort to get a job.

You have to have some criteria. The criteria has the virtue at least
of being consistent and T think the people who gather it are honest.

Mr. Xvexes. There is no question about that.

Chairman Proxarre. How would you change this to be more accu-
rate? You wouldn’t, I presume, include people who are actually sick,
who say they would like to work but are ill and unable to work, or
people Who are obviously incapacitated because they are either too old
or have some other disqualifying difficulty.

Mr. Xnaexes. What I did, Mr. Chairman, is that I tried to exclude
substantial numbers of people who would fit the categories you have
mentioned. For example, when the person said, “I would not take a
job because I have a problem.” So in my estimates here I excluded
about 50 percent of the people who are out of the labor.force, just
excluded them completely. Then I took those categories in which the -
individual said, “I want a regular job now, I intend to look for a job
now,” and one or two other categories that were shown in the Bureau
of the Census breakdowns.

But you could refine these things to include only those persons that
say that they intend to look for a jobnow.

Chairman Prosaare. Then what you are doing is shifting it from
some kind of overt act. At least at some time in the past week they have
to-have taken some action to look for a job, to look at the help wanted
ads or made inquiry of the employment service, or have gone to a
firm and asked for employment.

You are asking anybody who just gives a state of mind, that they
would like to work. I think you would be troubled to some extent by
the fact that all of us, regardless of our backgrounds, tend to have
some kind of a Puritan ethic. If somebody would say, “Do you want
a job?” then you would say, “Sure, I like to work.” You wouldn’t get
as objectives and realistic a picture as you do under the present cir-

- cumstances, deficient as the present statistics are.

Mr. Xmvexes. I will have to agree with you that there has to be a
system devised. There is no problem about that. I am saying that the
one at present just does not cover those individuals such as the Span-
ish-speaking person who may have a language difficulty, who is will-
ing to work. He is not going to register with the employment service.
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A Spanish-speaking person who does not know how to speak Eng-
lish, very qualified, a perfectly fine craftsman, if it is necessary for
him to take a test, is not going to register.

Chairman Prox»are. Now I think you have something we can work
with. Where you have a person who has qualifications but there is a
language barrier preventing him from getting a job, there it seems to
me we have the statistics on that and we understand that. There is no.
reason in the world why we shouldn’t invest the relatively modest re-
sources required to give these people the language facility they need
to get a job; it is a specific and limited skill that they have to get, which
you can acquire in a reasonable amount of time.

Those statistics would be immensely valuable. We will do all we can
to press for that.

Mr. Xtvengs. That is a very concrete one. Then we go to the fuzzy
areas, like the person who doesn’t go and register because he has been
discriminated against three or four times.

Chairman Proxmire. The bill passed in the Senate yesterday will
help to some extent. At long last there is a bill with teeth in it.

Mr. XrveNEs. Yes. I would have wanted the cease and desist powers,
but it is an improvement.

Chairman Proxmire. Yes. :

Mr. Brimmer, the Labor Department recently discontinued publi-
cation of the statistics on the employment situation in urban poverty
areas. Conveniently for those not wishing to face the facts, especially
in an election year, these data will not be available now until 1973.

Do you think this step was necessary? Why couldn’t the existing
data be continued while the new information based on the 1970 census
data was developed ?

Mr. Brivmer. I do think the step was necessary. I reached that con-

~clusion after some exchange with Mr. Moore when I heard the series
would be discontinued. I asked him about the plan, the reasons, and
he wrote me a nice letter. Then we had a conversation in person about it.
His argument went as follows, and I think there is some merit to it:
“As you know, Mr. Chairman and members of the committee, they
- shifted over to the 1970 census as a base.”

Chairman Proxumire. Yes, but in the meanwhile, why can’t we con-
tinue? The cost is relatively modest and the information is very valu-
able for the kind of decisions that are made every day in the Congress.

Why can’t we continue on the basis of the 1960 census and then
when we get the information next year for the 1970 census then dis-
continue the old one, but not until then ?

Mr. Briumer. I asked the same question, Mr. Chairman, why not
run the two series parallel for a time? I could dig through my files and
get out the letter, but the argument he made to me was technical and '
seemed persuasive. He was running that shop. I could not make an
independent judgment about the wisdom of what he was doing.

Chairman Proxanre. He made those technical arguments to us but
they were not persuasive, at least to this Senator.

Mr. Brivarer. I simply wanted to report that I was concerned about
it. We shared some conversations on it. Since he is the man trying to
do a very good technical job, I would not dispute it.

Chairman Proxyure. He is a very fine man, a very able man.
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Mr. Braiver. But I agree with you. I was distressed at the prospect
that the series would not be available.

Chairman Proxyire. Another similar situation is that the Labor
Department also discontinued family budget cost data for urban U.S.
families. We have had many inquiries asto why this was done, particu-
larly by unions, welfare workers, and similar groups interested in
helping Jow-income people.

Have you had a similar experience? I am sure people helping the
disadvantaged need this.

Mr. Brivrmer. I must say I have not focused on that question. I did
not know that. I am ignorant of it. Again, I find personally that every
scrap of information we can get to illuminate the situation among the
minority groups is helpful. I am clearly in favor of more, rather than
less data. But, again, T simply know nothing about why they discon-
tinued it and I did not even know they had.

Chairman Proxaure. Mrs. Kreps, I think many people have the
impression that the entry of more women in the labor force is because
it 1s some women’s lib movement or because women all of a sudden
feel they ought to get independent and work. Some say that they
ought to stay at home and tend to their own knitting.

You stress in your statement the demand for women workers in our
economy has shifted toward a service economy, as we all know, and
Mr. Brimmer stressed that very well in pointing out what has hap-
pened in manufacturing, and that has meant a sharp increase in de-
‘mand for clerical workers and sales workers, jobs traditionally held
by women.

Would you agree that much of the entry of women into the labor
force hasbeen in response to the demand for women to work ? :

Mrs. Kreps. Yes; there has been a definite pull from the demand
side, just as there has been a push from the fact that families have been
smaller and household technology has improved.

Chairman’ Proxmire. What puzzles me is that the figures that you
gave for 1920, I think, indicated that there was a lesser degree of un-
employment among women at that time than among men. Here we
have relatively strong demands for the type of work usually per-
formed by women and yet women seem to have a higher unemploy-
ment rate than men.

Mrs. Kreps. The gross unemployment rate by sex is not, very reveal-
ing, really, about any particular group of women workers, such as
clerical workers. I don’t know offhand what the unemployment rate is
in clerical jobs. ' )

Chairman Proxuire. With the demand increasing for the work that
women have traditionally done is what I meant. Let me ask a male
chauvinist pig type of question. This was suggested by one of the dis-
tinguished women economists on the staff.

The question is this: As women raise their aspirations and take over
men’s jobs, who will work as secretaries, sales workers, nurses, and so
forth ? That is not my question.

Mrs. Kreps. I could suggest that males do some of these jobs.

Chairman Proxyire. Who?

Mrs. Kreps. Men.

Chairman Proxaire. That is the answer that occurred to me.
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Mrs. Kreps. I don’t know whether you want me to take this question
seriously, but I shall do so, nevertheless. It does seem to me that what
is at issue here is not any kind of a standoff as to who will get the best
jobs, but, rather, a question of widening the career and job options for
both sexes. It may very well be that a lot of men would like to do many
of the jobs that women typically have been assigned to, including even
homework.

I think it is not advantageous to dwell on further balkanizing the
labor marketing and saying men will now do this and women will now
do this. Rather, we should raise the question of whether jobs cannot be
awarded on the basis of qualification other than sex, and the more
flexible we are with respect to our views on which sex does which job,
the greater we satisfy human potential. As I say, I take the question
seriously. .

Chairman Proxyire. I am glad you took the question seriously.

Congressman Conable.

Representative Conapre. Mr. Brimmer, one industry you didn’t dis-
cuss is construction. What has been the impact of the Philadelphia plan
on black employment in the construction industry ? Do you think that
is a good approach? Would it elevate the earning power of blacks, or
will it bring highly competent blacks from other industries into the
construction industry ?

Mr. Briayer. You are right, Mr. Conable, I did not discuss the
construction industry. The reason is straightforward. I know very
little about it. The table did show that blacks made up roughly 9 per--
cent or 10 percent of all construction workers. That is on table 4 of my
prepared statement.

The Philadelphia plan, so far as I understand it, is focused on try-
ing to set some kind of targets which would be implemented, and that
seems to be the main stress, the implementation, for blacks in the con-
struction trades, with emphasis on upgrading as well as on the basic
number of jobs.

As I said, the proportions are not essentially different from other in-
dustries. I gather, and this is more hearsay than anything else, that
the implementation of the Philadelphia plan, or variations on it, is
rather spotty around the country. Again from conversations from time
to time with people who are close to it, I get the impression that where
the plan or a variation on it has been adopted and implemented, it has
made a difference. But that is the extent of my knowledge.

Chairman Proxmire. Would the Congressman yield ¢

Representative CONABLE. Yes.

Chairman Prox»ire. I think that table 4 of Mr. Brimmer’s prepared
statement has some interesting statistics on this. It says that the 9.8
percent of those employed in contract construction in 1968 were
Negroes and declined to 9.6 percent in 1969, declined to 9.1 percent in
1970, and came back a little, to 9.3 in 1971.

Tt seems to me this is just exactly the reverse of everything I had
assumed and the reverse of all the effort of the Federal Government to
try to get the blacks into construction. i

Mr. Brivomer. Mr. Chairman, I would not want to go deeply into
this, but——

Representative ConasLE. You don’t know what jobs you are talking
about in the construction area ?
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Mr. Briaarer. That is right. It also reflects, as the committee mem-
bers will recall, that the demand for labor in construction is derived
from the rate of construction. The overall level or rate of expansion in
construction in 1969 was somewhat less than 1968, certainly in the hous-
Ing component.

Then in 1970 there was a turn-around, but it came on later. Given
the swings in the industry and the extent to which blacks are more
or less casually a part of the industry, I would have expected the profile
over time, over the last few years, in terms of blacks as a proportion
of the industry,to be precisely what we see.

In other words, the blacks get the large proportion of their jobs
during the expansion period. Again, I have not examined that indus-
try in detail as I have examined the manufacturing sector, so I think
T should be cautious in talking about it. '

Representative Conasre. Mr. Brimmer, you have the reputation of
being not only a good statistician and good economist but also some-
thing of a social philosopher. I wonder if you want to say anything
about the general thrust of the economic policy at this point. '

As I see it, we have all kinds of dilemmas in the various trade-offs
that face us in Government economic policy nowadays, and particu-
larly with respect to the underprivileged. Quite obviously, as John
Gardner said, you are not going to have major advances in social jus-
tice and social progress generally unless we have a fairly high level
of prosperity.

uite obviously, also, inflation hurts the poor more than it does any
other element because they don’t own any property and, therefore,
have no way of protecting themselves from the ravages of inflation.

Quite obviously, though, the general thrust of economic policy has to
be addressed to the terrible human insecurity that comes from unem-
ployment. You can’t afford to let your unemployment stay at a high
level. It is the semiskilled and unskilled who will suffer the most.

So you come out with the conclusion that you have to have a balanced
program, that just training people for jobs is not enough if there are
no jobs when they get through with their training, but that there has to
be training just the same or you have no long-term improvement in the
cyclical pattern of employment and unemployment that affects most
seriously the underskilled. .

Do you have any comments about the general thrust of Government
economic policy and what we should be seeking as our goal, where we
should put our emphasis, what values we should try to fulfill through
our policies here? :

Mr. Briarmer. Mr. Conable, I appreciate the comments you made
‘earlier about my work in economics and statistics generally. But let me
put that aside and say that with respect to overall national economic
policy, macroeconomic policy, I would not want to go into that. I said
1n my statement that the projections made by the Council of Economic
Advisers are reasonable. I share those.

The Chairman of the Federal Reserve appeared before this commit-
tee and gave a general statement on behalf of the Board, and I share
that. So let me look a little at the last part of your question.

I am concerned about the extent to which specific structural policies
are adequate or inadequate to accomplish the kind of improvement
which I focused on, Mrs. Kreps focused on and Mr. Ximenes fo-
cused on.
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Speaking for myself, personally, and you certainly realize this must
be my judgment because the Federal Reserve Board has not commented
on this at this point, I do believe it is far more critical to make certain
that manpower programs are focused on the whole area and not train-
ing people for jobs that will not be there.

I am concerned about the structural questions of the meshing of job
opportunities with available labor along the lines Mr. Ximenes de-
scribed. I am particularly interested also in the role of the Government
in perhaps providing public service jobs on a much greater scale than
we are doing now for people who, in fact, cannot find the openings into
the private sector just now.

I could go on making a list, but you asked for a kind of philosophical
comment, and I am giving you one. What I am saying is this: Having
done what we can with general economic policies (and I am not talking
about the adequacy of the present macro-policies), it is still absolutely
necessary to go on with a specialized policy, with more money, to deal
with the problems of the left out groups.

I share the kind of concern you are talking about.

Mr. Xnrexes. I find from the information available now that the
minority groups, the blacks, the Spanish-speaking person, oriental,
and Indian, is heavily concentrated in the blue-collar category. Our
blne-collar job participation is way above our population percentage.
We are now trying to develop more manpower programs to get more
of the minorities into these same blue-collar operations.

I would suggest certainly that we attempt to improve on the entire
spectrum of job categories rather than to have us polarized within
the various blue-collar job categories.

Mr. Schmidt, from the University of California, did a study on the
Spanish-speaking people of the Nation and found that we were al-
ready heavily concentrated in blue-collar jobs and made more or less
the same recommendations I am making now.

Representative Coxarte. But isn’t that the job of the general educa-
tion system to a substantial extent? You are obviously not going to
take a man 50 years old and send him to medical school, but he is still
trainable for subprofessional work. Of course, the basic equalizer is
still going to have to be our education system.

Mr. Xnuexzs. I agree. I would make a further recommendation in
terms of the minorities and that is that they be given the opportunity
to @o to college if they make it through high school. In fact, as I call
it, there could be an educational bill that could go something like
this: Tuition, as on the GI bill, plus an allotment to the family of
that particular student. There would be no particular reason why we
couldn’t do that. We do it in many other cases.

If you want a real program that would also stimulate the demand
side of the economy this would be one way to do it.

Representative Conarre. Thank you, Mr. Chairman.

Mr. Broaoarer. Mr. Chairman, may I impose on the committee for a
minute, to go back to the kind of question you asked Mr. Ximenes
about what can be done in the short run to improve the unemploy-
ment statistic?

Chairman Proxaire. Yes.

Mr. Brovarer. May I'make a plea before this committee for support
in the Congress for proposals that have been made for improving the
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port in the economic profession.

Chairman Proxmme. What proposal are you talking about?

Mr. Brimmer. I am talking about the proposal made, which the
Council of Economic Advisers addressed itself to and which the
Budget Bureau addressed itself to, suggesting that we have a major
effort in the coming year to fund and upgrade the employment-unem-
ployment statistics. I hope this will be taken seriously.

Representative ConasrLe. Would you add to that a request that we do
more with the CPI? I think that is faulty, too. I am in sympathy
with your request. It seems to me this committee should take more of
a role than it does in this area of statistics. Economic statistics gen-
erally is obviously one which has reflected the great changes taking
part in our economy and takes into account the specific spots that we
have been talking about today.

Mr. Brimuer. I did not come today to talk specifically to that.
point, but I thought I would just put in that request.

Chairman Proxaire. This committee has not done the job it should
do, but I used to be chairman of the subcommittee on statistics of this
committee a few years ago, and I thought that was the most significant
subcommittee we had. Of course, it 1s the least glamorous, the least
exciting. But the great improvement, and I think there has been an
improvement in economic policy in spite of all our shortcomings, eco-
nomic policy has improved primarily because of more and better eco-
nomic statistics. We have a better idea of our economy and understand
it better than we did before.

I hope this committee will become far more aggressive, as Congress-
man Conable wishes it to do. I certainly endorse enthusiastically the
suggestion that has been made by the Council of Economic Advisers.

Representative Coxapre. Mr. Brimmer, let me make a further point
on that. We are all generalists on this committee. By definition, a
Member of Congress is a generalist. It seems to me surprising that
there isn’t more 1nitiative taken in the economic community, itself, to
get an upgrading of our statistical economic reporting. Admittedly,
‘we can do some pushing here, but you are not going to find the ex-
pertise among a group of Congressmen to be able to make any great
contribution except for the push.

It is surprising to me that we don’t hear more from other sources.
As we held these hearings this year it has been apparent that we are
dealing with statistics that are pretty mushy and economists who use
these statistics must be aware of it. I am surprised that there are so
few who seem to be dissatisfied with the extent to which their science
is magic instead of science. That fault should be apparent to them
when they are dealing with statistics that are not hard.

Mr. Briaaer. As T said, I did not want to take the time, but I
wanted to mention that. As Assistant Secretary of Commerce, I had
some oversight of the Office of Business Economics, and the Bureau of
the Census. I got to know a number of people in Government who were
concerned with these data, who were working hard on them.

Chairman Proxanre. I get the impression from each of you in dif-
ferent ways that there really is not much being done in a positive
fashion at the Federal level to aid minority groups in achieving em-
ployment. Perhaps it is because of what you are not able to comment
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on. None of you seem to point to any bright, new initiative. You leave
me with the impression that what happens to blacks and other disad-
vantaged groups follows almost inexorably the course of economic
events.

Am I wrong about this? ‘

Mr, XimENEs. I certainly agree with your statement. I would just
like to make some recommendations, if you will give me that oppor-
tunity, in terms of what might be done by Congress, the President,
or policy by the President. I am quite interested in this matter of
our relations with Mexico and how it affects a rather large group of
people. '

I think an agreement ought to be made with Mexico to see if we
could develop the border from Texas to California. This would be a
significant tﬁing for our entire Nation as well as for 200 million
people to the south. What happens in Mexico is going to be reflected
mn the other countries. This i1s an unemployment situation that I
think I would like to see geared to our relations with Mexico as well
as the improvement of the Spanish-speaking people of this Nation.

Mrs. Kreps. My only suggestions aré increased support for job
training and upgrading the skills of women; and providing for day
care centers, to allow low-income women and women heads of families
to work.

Within the realm of higher education, the development guidelines
by HEW which will instruct universities to develop affirmative action
plans, will be very helpful. But for lower income women workers, 1
think job training and day care are the big needs.

‘Chairman Proxmire. Mr. Brimmer.

Mr. Brimmer. Mr. Chairman, I would like to take note again of
the observation you made earlier. The Senate’s approval yesterday
of the strengthening of the enforcement machinery of the Equal Em-
ployment Opportunity Commission is a landmark. If it survives the
conference in the House and State, and if that Commission had some
money, that can be a major contribution in really working to upgrade
part of jobs for minority groups. .

I just wanted to stress that, because the business is not complete
as yet and it is a vital piece of legislation. '

Secondly, as you know, at times I had looked generally at problems
of blacks—rather than analyzing them primarily in economic terms
as T did today. In that perspective, the biggest form of assistance
which I can see on the horizon in terms of new initiative would be the
passage of a comprehensive family assistance program. This would
provide a lot of economic help, even with the proposed minimum in-
come of $2,400 or $3,000.

That plan—and I have done some work on it and strongly sup-
ported it, though there has been a great deal of controversy—that kind
of minimum-income approach would go quite far in terms of eco-
nomics, That is one innovation I hope will come about. I share Mrs.
Kreps’ comments about manpower training.

Let me say that the Opportunity and Industrialization Centers,
headed by Mr. Leon Sullivan, are doing exactly the kind of thing
which many of the programs are doing less successfully. They work
with industry and with the black communities.
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They need help. They are doing it. There have been bills before this
Congress from time to time, but they haven’t come through.

I am suggesting that, if we can 1dentify the financial resources and
support, there are many initiatives that could be taken which have a
short-term payout that are quite striking. I would rather not try to
compile another catalog, but explore the initiatives we already have.

Chairman Prox»ure. Both Mrs. Kreps and Mr. Brimmer stressed
the training program. Frankly, I am very, very disappointed in the
training programs because the weakness there is that you can have all
the training in the world but if you don’t have a job at the end of
that training it is perverse; it does more harm than good. You get
somebody who has gone through the discipline, and it is painful for
all of us to take training or education—he goes through this and
there is no job at the end of it. He is probably worse off psycho-
logically, more miserable, than he would have been had he never
taken it.

What is wrong with having a fully effective job creation program
by the Federal éovernment? You talked about a guaranteed income.
What is wrong with having a guaranteed job? The Federal Govern-
ment could be the employer of the last resort whenever the unem-
ployment gets above 5 percent, until it gets below 5 percent, 100,
000 jobs every month until we get unemployment down below 5
percent.

This is something that I think the American people would buy.
I think there is great disagreement on whether or not we ought to
have welfare reform programs both on the left and the right. You
know how controversial it 1s.

But I think there is very little disagreement that those who want
to work ought to have a chance to get a job. If the Federal Gov-
ernment is the only institution in our society, perhaps we ought to
do it.

Mr. BrimuEer. You will notice in my comments to Mr. Conable, in
responding to his question, I indicated that I personally favor a much.
more comprehensive public service employment program, expanded
over what we already have.

I did not want to repeat that, but I share your view on that. I
share your concern about training which simply goes no place. That
is why I cited specifically the program of the Opportunities Indus-
trialization Centers which is tied in with industry, so that the train-
ing is supported by industry. People are training for jobs which exist.
I would not want to tell you which witnesses to have come before you,
Mzr. Chairman, but :

Chairman Proxymre. There is a distinguished New York economist-
administrator, Mr. Sugarman, who testified before Congress recently
that we ought to have a job creation program with just as much pri-
ority as space, defense, or anything else we have put emphasis on, say-
ing we are going to achieve it regardless of consequences. What is
wrong with that?

Mr. Brimuer. I have not assessed it in those terms.

Chairman Proxmire. For instance, there have been two programs
that have been smashing successes in the 15 years I have been in the
U.S. Senate. Both of them were because the President of the United
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States said we were going to achieve them come hell or high water. One
of them was the highway program and the other was the space pro-
gram. We achieved a miracle in the space program; 15 years ago no
one would have believed it to have been possible. Why can't we devote
the same kind of determination, though it would take more resources,
to making sure that unemployment just doesn’t go above.5 percent?
This committee was created by the Full Employment Act of 1946.
We have never come close to making that an effective achievement
by our Governnient except in wartime or shortly after wartime.

Mr. Briemer. Mr. Chairman, I certainly do not doubt the capacity
of this Government to accomplish a program assigned that high a
priority. I would certainly like, personally, to see employment and
jobs given a priority far higher than is now the case. If you ask me
whether I can say to you on this day “give it a priority over every-
thing else”’——that 1s what I find it hard to say now.

Chairman Proxmire. What does it conflict with? It doesn’t con-
flict with anything else, except inflation, perhaps. We would have to-
hold the controls on longer, perhaps. I am talking about getting down
below 5 percent. I am not saying get it down to 0, 3, 4, or 4.5.

I am saying get it below the level where everybody agrees—I don’t
know of anybody would say that above 5 percent is acceptable.

Mr. Briaayrer. You will notice how I eoncluded my statement, Mr.
Chairman: “It is important that we have a substantial expansion this
year.” I see no reason to back off of that.

Chairman Proxmire. Mrs. Kreps.

Mrs. Kreps. To have the Government be the employer is one to
which T would subscribe. T think we have only one conflict on this type
of approach and that is the conflict in our minds with respect to the de-
gree of tolerable inflation.

It is my personal view that we are paving a very high price for
attempting to improve the terms of the trade-off in the direction of cut- -
ting down inflation. It would seem to me that a firm policy endorsing
the Government as employer of last resort—though I think perhaps
we could find a better term for it—is something that we should push
at this time. I share your discontent with the quality of training. How-
ever, manpower training is not designed just for the purpose of get-
ting a man or woman a job—any job—but also, in its more compre-
- hensive aspects, it is designed to enable workers to improve their skills
and their productivity through a lifetime of work.

A comprehensive manpower program which speaks to this broader
problem implies training of a much more basic sort.

The question of whether the unemployment problem lies with the
structure or with aggregate demand is a familiar one. All I am sug-
gesting here is that improving the quality of the labor force, particu-
larly at the lower levels, is absolutely essential in an era such as this,
and in combination with a governmental policy of employer of last
resort, it might very well get us down, not to 5 percent, but to 3.5 per-
cent unemployment.

Chairman Proxmire. Thank you very much.

Mr. Ximenes.
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Mr. Xvexes. My comment in regard to border development co-
incides with yours on job creation. I would certainly go turther than
border development in terms of public works projects which should
include the barrios and ghettos of this Nation. We should rebuild
those barrios and ghettos with libraries, cultural centers, public works
and things that have to do with the uplifting of the spirit of the peo-
ple who live in those areas.

In addition to that, include transportation facilities, as well as
beautification programs, that are much needed in these areas. In short,
a revitalization of the cities.

Chairman Proxyme. What you are saying is that we have a great
deal to do in this country that is constructive and useful. We don’t
have to make work; we need, in addition to what you said, mass tran-
sit and rebuilding of the cities. We have an enormous need for im-
proving our environment, preventing pollution. The cost and the
number of jobs to clean up the Great Lakes alone is immense.

In the health services we need huge numbers of paramedical per-
sonnel badly. We need doctors, of course, but we also need people who
can do some of the work that doctors do but would require training for
relatively short times.

There are so many areas where we need people to provide services
we don’t have that it would take little imagination to make sure that
this work was completely constructive, and we will be building a bet-
ter and stronger country.

I want to thank all of you. This has been a most helpful day. So
many of the top administration witnesses have been before our com-
mittee and have blamed heavy unemployment on blacks, or women or
other minority groups, and it is very refreshing to get such a construc-
tive analysis of what the situation is, and many useful suggestions as
to what we can do about it. : .

The committee will stand in recess until 10 o’clock tomorrow morn-
ng. -
2%(fThereupon, at 12:10 p.m., the committee recessed, to reconvene at
10 a.m., Thursday, February 24,1972.)
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